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Social Economic Organization 


Social Economic Organization and its 
Five Primary Functions 

It is somewhat unusual to begin the treatment of a sul 
ject with a warning against attaching too much impor¬ 
tance to it; hilt in the case of economics, such an in¬ 
junction is quite as nincii needed as explanation and 
emphasis of the importance it really has. It is character¬ 
istic of the age in which we live to think too much in 
terms of economics, to see things too predominantly in 
their economic aspect; and this is especially true of the 
American people. There is no more important prerecjuisite 
to clear thinking in regard to economics itself than is rec¬ 
ognition of its limited place among human interests at 
large. 

COMMON DEFINITIONS OF ECONOMICS MUCH TOO BROAD, 
THOl'GH THE ECONOMIC CONCEPTION OF LIFE IS TOO NARROW. 

In modern usage, tlie term economic has come to be used 
in a sense which is practically synonymous with intelli¬ 
gent or rational. I'his is the first and broadest conception 
of the term, within which we have to find by narrowing 
it down progressively, a definition which will describe the 
actual subject-matter of the science of political economy. 

It is in accord with good linguistic usage to think and 
s|icak of the wdiole problem of living as one of economy, 
the economical use of time, energy, ctc.-resourcf of every 
sort. Many definitions of economics found in text books 
fall into this error of including virtually all intelligent 
behavior. One writer has actually given as his definition 
of economics the “science of rational activity.” Others find 
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iis suhjcrt ir.aticr is “nian’s activity in making a living , 
or “th(! (ordinary business of life". Such definitions come 
too near to saying that economics is the science of things 
gcmerally, of eveiything that men are for practical reasons 
interested in. Such a definitiem is useless and misleading. 
It is necessary to devote a little time to making clear the 
rc.vslr ic tions u hie }i mai k oil the* mode stly limited domain of 
economic sc ience* within the inclusive sphere of knowledge 
as a whole. 

In the first j>lace, it should be- understood that econo- 
m/z/ng, rv(‘n in this fno^td srns(' of nitioiuiJ activity, or 
(hr inti'IIi^rnt use of ^ivrn means in ar/i/cn inggi\en ends, 
dors not inc Ind(‘ all fniman infc'rc sts, and that the kind of 
knowlcalge on which such activity rests doevs not c‘xhaust 
the field of human knowledge*. It is, as we have said, c;ne 
of the* errors, not to say vices, of an age in which the 
[irogress of natinal science and the* tiinmphs of its aj)pli- 
cation to life* liave c’ngrossed men’s altc'ntion, to look upon 
life too exchisivc lv undc*r this asju c t of sc ientific lation- 
ality. It is recpiisitc* tc) a proper orientation to c'conomic 
science itself as well as nc'ccssaiA to a sound philosophv of 
life*, to sc'c* c legally that life* must be* more* than economics, 
or lational conduct, oi the* intelligent accurate* manipula¬ 
tion of materials and use of powc‘i in acliii ving results. 
.Sue h a \ ic'W is too naiiow. It implies that the ic sidts to be 
achieved aic* to be* taken foi giantcd. whcicas in fact the 
lesults themsehes are often cpiitc as much in c|uestion as 
the* me.ms .md pioceduics for achie\ing lesults. laving 
intelligc ntiv im ludc-s more than the* intelligent use* of 
me.ms in rc'ali/ing envis; it is fidlv as important to 
se lect the ends intc'lligc ntlv. foi intelligent action directed 
tow.nd wrong ends oidv makes evil gieatc’i and more cer- 
t.iin. One* must h.ivc* intelligent t.isles, and intelligent ojiin- 
ious on m.mv things wide h do not diica tlv relate* to c oncluet 
at .ill. \ot oidv are the* objeitiNc's of ac tion in fac t a prae- 
tic.il problem, .is well .is tlie me.ms of achievement, but 
mtc lligeiit discussion «)f the* me.ius c.mnot be separated 
liom the* disc ussion of the- e'nds. 

I i\itig is .m .lit: .md .ni is more* th.m .i matter of a 
scie'nliiic ti'ehnic|ue. and the riehness and value' of life 
are large*lv licmiul up in the ■‘meiie”. In its reaction from 
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the futility of medievalism and mystical speculation, the 
modern Western world has gone far to the other extreme. 
It loses much of the value of life through neglect of the 
imponderables and inroinmensurables, and gets into a 
false conception of the character of social and individual 
prol)leins. Our thinking about life-values runs too much 
in terms of material prerequisites and costs. It is an ex¬ 
aggeration wliich may be useful to say tliat economic 
goods as a class are predominantly “necessary ' rather 
tJian truly valuable. The importance oi economic provi¬ 
sion is chiefly that of a prerciiiiisite to the enjoyment of 
the free goods of the world, the beauty of the natural 
scene, the intercourse of friends in ''aimless’' camaraderie, 
the ap{)reciation and creation of art, discovery of truth 
and communion witli one's own inner being and the Na¬ 
ture of Things. Civilization should look forward to a day 
when the material product of industrial activity shall be¬ 
come rather its by-product, and its primary significance 
shall be that of a sphere for creative self-expression and 
the development of a higher type of individual and of hu¬ 
man fellowship. It ought to be the first aim of economic 
policy to reduce the importance of economic policy in 
life as a whole. So it ought to be the highest objective in 
the study of economics to hasten the tlay when the study 
and the practice of economy will recede into the back¬ 
ground of men’s thoughts, when food and shelter, and all 
provision for jdiysical needs, can be taken for granted 
without serious thougbl, when “prodm tion” and “con¬ 
sumption’’ and “distrilmtion’’ shall cease from troubling 
and pass below the threshold of <onsciousness and the 
elTort and {)laiining of the mass of mankind may be 
mainiy devoted to problems of beauty, truth, right hu¬ 
man relations and cultural growth. 

I HE ACTUAL St BJICT MAITKR OI I CONOMICS. What is clis- 
(ussed in the science of economics includes a relatively 
small fraction of the economic side of life taken in the 
broad sense. It has nothing to do with the concrete proc¬ 
esses of producing or distributing goods, or using goods 
to satisfy wants. The study of these matters comes under 
the head of technedogy, including engineering, business 

5 



The Economic Organization 

management, and home economics. Economics deals with 
the social organization of economic activity. In practice 
its scope is much narrower still; there are many ways in 
which economic activity may be socially organized, but 
the predominant method in modern nations is the price 
system, or free enterprise. Consequently it is the structure 
and working of the system of free enterprise which consti¬ 
tutes the principal topic of discussion in a treatise on 
economics. 

THK Mi ANiNC OF ORGANIZATION. Evcryonc is familiar 
with the idea of division of labor—by which is really 
meant specialization of labor—and many economists have 
taken it as their point of departure in expounding the 
science of economics. This was the procedure of Adam 
Smith, for examj)le, whose book, The Wealth of Nations, 
published in the year lyyh, ranks as the first modern 
treatise on economics. 

Mcxiern economic society is often compared with a liv¬ 
ing body or “organism” and the comparison is certainly 
suggestive. The essential similarity and the fundamental 
idea for our purpose is precisely that of division of labor 
or specialization. But the expression “division” of labor, 
does not tell us enough. The idea is rather division into 
different hinds of labor. A number of men hoeing in a 
field or nailing shingles on a roof exemplify “division” of 
labor, but not organization. The problems of organiza¬ 
tion arise only when different things are being done, in 
the furtherance of a common end, and in definite rela¬ 
tions to each other, i.e., in coordination. A single man in 
raising a crop or building a house shows division of labor 
in another sense, since he does many different things, but 
this is not yet organizatiem in the sense with which we are 
concerned. The human body shows organization in the 
true sense, since the various “organs” not only perform 
different functions, but must all act in a substantially con¬ 
tinuous manner and in proper adjustment to each other. 
Again, organization must be distinguished from coopera¬ 
tion; it involves ccxipcration, but more. If a group of men 
lift a Sterne which is toc^ heavy for one to move alone, they 
cooperate, and increase their power by cooperation; their 
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action is cooperative, but they are not organized, since 
they are all doing the same thing. 

It is obvious enough that the economic or living-mak¬ 
ing activities of the modern world are very elaborately or¬ 
ganized. We need not pause to comment on the number 
of persons who have contributed, and in what different 
ways, in supplying the wants of the humblest citizen to¬ 
day. The authorities of the federal census prepare a cata¬ 
logue or classification of occupations which lists many 
thousands of these economic functions for the working 
population of the United States alone and which yet 
makes no pretense of distinguishing all specialized func¬ 
tions. For instance, farm laborers are classed together 
though different individuals work at the production of a 
wide variety of crops. It is evident also that the accom¬ 
plishment of the ultimate purpose of it all, the provision 
for the needs and desires of the people, depends upon 
these various operations being carried on with a fair de¬ 
gree of continuity and tolerable coordination. The prob¬ 
lem of organization, which sets the problem of economic 
science, deals with the concrete means or mechanism for 
dividing the general function of making a living for the 
people into parts and bringing about the performance of 
these parts in due proportion and harmony. 

More specifically, it is a problem of the social machin¬ 
ery for accomplishing fixje fairly distinct functions. Every 
system of organization must perform these tasks, and it is 
its success or failure in discharging these functions which 
determines its value as a system. Back of the study of eco¬ 
nomics is the practical need of making the organization 
better, and we can hope for success in this task only if we 
proceed to it intelligently, wBich is to say on the basis of 
an understanding of the nature of the work which a sys¬ 
tem of organization has to perform, and of the alterna¬ 
tives open in the way of possible types of organization 
machinery. 

The Five Main Functions of an Economic System 

The general task of organizing the economic activity 
of society may be divided into a number of fundamental 
functions. These are in fact very much inter-connected 
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and overlapping, but the distinction is useful as an aid to 
discussing the existing economic order both descriptively 
and critically, its stnu Lure as well as its workings. These 
functions fall into a more or less logical sequence. The 
first is to decide what is to be done, that is, what goods 
and services arc to be produced, and in what proportions. 
It is the function of setting standards, rd establishing a so¬ 
cial scale of values, or the fundion of social choice; the 
second is the function of organizing production, in the 
narrow sense, of getting done the things settled upon as 
most worth doing; third is distribution, the apportioning 
of the product among the members of society; the fourth 
is really a grouj)(jf functions having to do with maintain¬ 
ing and improving the social structure, or promoting so¬ 
cial progress. 


1. 'tin: I'lJNcrioN oi mxinc; mandards; ihr notion of 
ffucifncv. In a world where organizations were absent, 
where eac h individual (arried on his life activiiies in iso¬ 
lation and indepc'iuIeiHe of all otlieis, the matter of 
standards would Ik* simply a matter of individual choice. 
lUit when the prodiution of wealth is socialized, there 
has to be a social decision as to the relative importance 
of dilfeient uses of j)rodu(tive power, as to which wants 
are to be satished and which left unsatisned c^r to what 
exti'ul any one is to be satisfied at the ex[)cnse of any 
other. In the case of an individual, choice need be made 
only among his own wants; but in a social system, the 
wants of (liiferent individuals also come into conflict. As 
far as this is a c[uauti(ative cjuesiion mc*iely, of how far 
the wants of one are tt) I)e gtatified at llu: e xpense of the 
wants of anollier, oi left ungratified in favoi of another, 
llu* pioblem is one of distrihuiiou , and will l)c ncjiiced 
under another heading (the third function). lUit to a 
large and iiurc'asing extent, society finds it necessary or 
advisable further to regulate the individuars regulation 
of his own want-satisfaction, to enforce a community 
standard of living. As a matter of fact, these two problems 
are densely interlaced, the cjuestion of whose \vanis and 
tliat of which wants are to be given preference, and in 
what measure. It is important to observe that they arc 
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largely the same question. The difference in the “amount” 
consumed by different persons is not mainly a difference 
in the amounts of the same commodities; different per¬ 
sons consume different things, which are quantitatively 
compared only through the agency of the value scale it¬ 
self. Nevertheless there seems to be ample justificaiion for 
a logical separation of the questions of what is to be pro¬ 
duced from that of who is to get the product, and for dis¬ 
cussing separately the relations between the two phases 
of organization. 

A point of fundamental importance in connection with 
the cjuestion of standards is that of the origin or ultimate 
source of wants. The system of social organization does 
more than reduce individual values to a common denomi¬ 
nator or scale of equivalence. In large part the individual 
wants themselves are created by social intercourse, and 
their character is also largely dependent upon the form of 
organization of the economic system upon which they are 
dependent for their gratification. The workings of the 
economic organization in this connection form a problem 
too large and complex to be discussed at any length in a 
small book like this one. Indeed, the subject of wants is 
not only vast in scope but apparently cannot be reduced 
to scientific terms, except within rather narrow limits, 
falling rather in the field of art. The scientific discussion 
of economics has to be restricted in the main to the analy¬ 
sis of the organization of want-satisfaction. In the science 
of economics the wants are largely taken for granted as 
facts of the time and place, and the discussion of their 
origin and formation is left for the most part to the dis¬ 
tinct studies of social psychology and cultural anthro¬ 
pology.^ 

The problem of standards or values occupies a key po¬ 
sition in Economics. The practical objective of economics, 
it must be kept in mind, is that of improving the social 
organization and increasing its efficiency. There is a com- 
1 The deliberate creation or changing of wants for specific com¬ 
modities as by advertising, is to some extent an exception, but 
in the main such activities must be regarded as creating a knowl¬ 
edge of certain means of satisfying wants rather than as changing 
ultimate wants. 
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mon misconception that it is possible to measure or 
disc uss cfriciency in purely pliysical terms. The first prin¬ 
ciples of physics or engineering science teach that this is 
not true, that the term efFiciency involves the idea of 
value, and some measure of value as well. It is perhaps 
the most important principle of physical science that nei¬ 
ther matter nor energy can be created or destroyed, that 
whatever goes into any process must come out in some 
form, and hence as a mere matter of physical cjuantity, 
the efficiency of all operations would ecjual one hundred 
per cent. I'he correct definition of efFiciency is the ratio, 
not between “output’' and “input” but between useful 
output and total output or input. Hence efFiciency, even 
in the simplest energy transformation, is meaningless 
without a measure of usefulness or value. In any attempt 
to understand economic efficiency, the notion of value is 
more obviously crucial since most economic problems are 
coiuerned with a number of kinds both of outlay and of 
return, and there is no conceivable way of making corn- 
jiarisons without first reducing all the factors to terms of 
a (ommon measure, ft will appear in due course that the 
s( ieiue of economic s is largely taken up with description 
and analysis of the proc ess by which this common denom¬ 
inator of things consumed and jiroduced by the economic 
system is arrived at, that is, with the l)r()hlrfu of measur¬ 
ing lull lies. 


2. iHK lUNcrnoN oi orcjanizing production. Idie sec¬ 
ond step, logically speaking, after the ranking and 
grading of the uses to whicli productive power may be 
put, is that of ac tually putting them to use in accordance 
with the scale of values thus established. From a social 
point of view, this jirocess may be viewed under two as- 
pects, (a) the assignment or allocation of the available 
produc tive forces and materials among the various lines 
of industry, and (b) the c’llective coordination of the var¬ 
ious means of production in each industry into such 
groupings as will produce the greatest result. The second 
of these tasks properly belongs to tcchnolc:)gical rather 
than to economic sc ience, and is treated in economics only 
with reference to the interrelations between the organiza- 
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tion of society as a whole and the internal organization ot 
the industries. 

3. THE FUNCTION OF DisiTHBUTiON. This third function 
would not exist at all in an unorganized world. Each in¬ 
dividual, acting independently of all others, would simply 
consume what he produced. But where production is so¬ 
cialized, the separate productive contribution of one par¬ 
ticipant in the process cannot be directly identified or 
separated. It is apparent that a modern factory operative, 
say one who spends all his time putting buttons on shoes 
or nailing the covers on packing cases, cannot live on his 
own product, physically interpreted. When we further 
consider that different individuals contribute to produc¬ 
tion in fundamentally different ways, many by furnishing 
land or other ‘‘natural resources'' or material equipment 
or money or managerial or supervisory services, or by sell- 
ing goods, and in other ways which make no identifiable 
physical change in any product, it is manifest that if ev¬ 
eryone is to get a living out of the process some social 
mechanism of distribution is called for. 

In this connection should be recalled the close relation 
between distribution and the control of production. The 
decision as to what to produce is closely bound up with 
the decision for whom to produce. Inhere is also a close 
relation between the third function and the second. In 
our social system distribution is the chief agency relied 
upon to control production and stimulate efficiency. Ours 
is a system of “private property", “free competition" and 
“contract". This means that every productive resource or 
agent, including labor power, typically “belongs" to some 
person who is free within the legal conditions of market¬ 
ing, to get what he can out of its use. It is assumed, and 
the course of the argument will show at length why it is 
true, that there is in some effective sense a real positive 
connection between the productive contribution made by 
any productive agent and the remuneration which its 
“owner" can secure for its use. Hence this remuneration 
(a distributive share) and the wish to make it as large as 
possible, constitute the chief reliance of society for an in- 
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ccntive to place the agency into use in the general pro¬ 
ductive system in such a way as to make it as productive 
as possible. The strongest argument in favor of such a sys¬ 
tem as ours is the contention that this direct, selfish mo¬ 
tive is the only dependable method, or at least the best 
method, for guaranteeing that productive forces will be 
organized and worked efficiently. The argument assumes 
that in spite of the difficulty above referred to of identify¬ 
ing the particular contribution to the social product made 
by any person or jnccc of property, it is possible to sepa¬ 
rate it out, and measure it, in terms of value and that the 
distributive system does this wdth accuracy enough to 
make remunerations vary in accord with product. If this 
were not true in the main, remuneration could not really 
afford an incentive to productive efficiency, and an eco¬ 
nomic order based on individualism would not function. 

4. KCONOMIC MAINTENANCE AND PROGRESS. There is llO 
moral connoiation in the term progress; it refers to any 
persistent cumulative change, whether regarded as good 
01 bad. 7 h(.‘ principal forms of economic progress in¬ 
dude, (i) growth of population and any cumulative 
< hange in its composition or education which affects ei¬ 
ther its [)roductive |)owers or its wants; (2) the accumula¬ 
tion of material aids to production or “capital” of all 
kinds, including sudi [nninanent sources of satisfaction as * 
newly discovered natural resources and also works of art; 2 
(:0 improvements in technical processes or changes in the 
form of business organi/ation. It is to be noted especially 
that progress has two sorts of significance for the economic 
oigani/ation. first, it is one of the products or values cre¬ 
ated by the latter, at a cost; i.e., it involves using produc¬ 
tive power for this purpose and sacrificing its use for other 
purposes: and second, it affects and changes the character 
of the economic system itself and the conditions under 
whicli the system works. 

I his fourth fiiiution of organization, especially the 
prov ision for progress, cuts across all the other three. It is 

- Destnulion and oxliau.stion of rcsour.es not replaced is also a 
progressive change. 
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a matter of standards or values to decide how much prog¬ 
ress society can afford or cares to have at the cost of sacri¬ 
ficing present values, and what forms it shall take; it is a 
matter of productive organization to utilize the deter¬ 
mined share of available productive power to bring about 
progress in the amount and of the kinds decided upon, 
and it is a problem of distribution to apportion the bur¬ 
dens and benefits of progress among the members of so¬ 
ciety. We may be reminded also that it is true of progress 
as of all other lines of human action that it comes within 
the field of economics just in so far as it is related to the 
organized system of producing and distributing the means 
of want-satisfaction. 

The first three of these functions (or four, since No. 2 
is really double, involving two aspects) are relatively 
“short-time'' in character. They are all aspects of the gen¬ 
eral problem of an economic society working under 
“given conditions", in contrast with the fourth function 
which relates to the problem of improving the given con¬ 
ditions through the course of time. The first three there¬ 
fore make up the problems of what may be called the 
“stationary economy". If society either could not or did 
not try to grow and progress and make improvements, its 
economic problem would be entirely within this field. 
But since economic societies do in fact face problems of 
growth and improvement, and make some effort to solve 
them intelligently, wc have to add the fourth function, or 
group of functions. Such problems are frequently referred 
to under the head of “dynamic" economics; for reasons 
which cannot be given in detail here, this is a seriously 
misleading use of language, and they should be called 
simply problems of progress or historical problems. 

7'he “given conditions" of the stationary economy are 
included under the three heads of resources, wants, and 
technology, which may be subdivided and classified in 
more elaborate ways. The separation is based on the plain 
and simple fact that with reference to social calculations 
and plans which look ahead only a few years, these fac¬ 
tors, resources, wants and the technological system will 
not change enough to affect the argument or plans seri- 
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ously. But looking ahead over historical time they do 
change, to an indefinite extent, and the production and 
guidance of changes in them becomes the dominant char- 
aclcr of the social economic problem. In the short-run 
(of a few years), however, the problem is to utilize in the 
best way the existing resources and technology in:the satis¬ 
faction of existing wants. 

A FIFTH fvs(:tu)n: to adjust consumption to production 
WITHIN VERY SHORT PKRioDs. For Completeness, this sur¬ 
vey of functions should point out that within veiy short 
[periods society faces still another set of “given condi¬ 
tions", heme still another type of problem, and in con- 
se(jueme its economic organization has still another task 
or functio?! to perform, though this fifth function is 
lan ly distinguislu'd sharjily from those of the “stationary 
(‘(onomy" point of view. From this latter point of view, 
the problem is to adjust production to consumption un¬ 
der (he given (onditions. But in many cases, production 
(annol be adjusted (juickly, while demand conditions do 
(hange rapidly; and in addition, production in many 
fields is subje< t to fluctuations from causes bcyc^nd con- 
tiol. In consecjueiKe, the su|)ply of many commodities is 
fixc’cl for considerable periods of time, on a level more or 
less diverge nt from the best po.ssible adjustment to exist- • 
ing conditions of demand, d'lie supply c:)n hand is of 
course the result of productive operations in the past, and 
has to suflicc* until it can be* changed. In agriculture this 
is conspic uously true. I'he crop of a given year has to last 
until the next year's crop is produced (except in so far as 
othc'i parts ol the* world having dillc*rent ciop seasons can 
be drawn uponb In the case* of manufac tured goods, pro¬ 
duction is not dc'finitely pc*riocIic’, but it is still true that 
the rate of jiioduction frecjuently cannot be changed in 
a short time, to meet changes in demand, at least not 
without enoiinous cost. 

It lollows that over short periods consumption has to 
be controlled and distributed with reference to an exist¬ 
ing supply or current rate of production, at the same time 
that adjustment of production to consumption require- 
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merits is being made as rapidly as practicable. The exist¬ 
ing supply of wheat or potatoes, for example, must be 
distributed (a) over the season for which it has to suffice 
and (b) among the different consumers and their different 
needs. Thus there is a fifth function of organization, the 
opposite in a sense, of number two in the four above dis¬ 
cussed, namely the short-run adjustment of consumption 
to past or current production.*"^ 


Advantages and Disadvantages 
OF Organized Action 

THE REASONS FOR ORGANIZING ACTIVITY. As prcviously re¬ 
marked, a high degree of organization in human activity 
is a fairly recent development in the world's history, and 
is still restricted mainly to what we call the Euro[Jcan 
peoples or cultures. The urge behind its development can 
be stated in the single word efficiency. The object of indus¬ 
trial activity is to utilize an available fund of productive 
agencies and resources in making the goods and services 
with which people satisfy their wants. Organized effort 
enables a social group to produce more of the means of 
want-satisfaction than it could by working as individuals. 
During the course of history, the possibility of increased 
efficiency has led to an ever greater degree of specializa¬ 
tion, which in turn has constantly called for a more elab¬ 
orate and effective mechanism of coordination and con¬ 
trol, just as the higher animals require an enormously 
more complex nervous and circulatory system than the 
lower. It will be worth while to carry the analysis a little 
beyond the general notion of efficiency and sec some of 
the reasons why specialized effort yields larger or better 
results. We must then turn to the other side of the picture 
and note some of the disadvantages of organization. 

^ It is rather typical of economic phenomena that cause and ef¬ 
fect relations are apt to run in opposite directions in the short- 
run and the long-run. This is a common source of difhculty in the 
reasoning, as will appear more fully in the treatment of the 
forces which fix prices. 
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TiiK GAINS FROM sPKGiAi izATioN.^ The largest gain which 
the highci animals secure in comparison with lower, less 
organized forms, arises from the adaptation of structure 
to function. In the most primitive animals the same kind 
of tissue has to perform all the divergent functions of lo¬ 
comotion, seizing and ingestion of food, digestion, assimi¬ 
lation, excretion of waste and reproduction, while in the 
mammalian body the specialization of tissues and organs 
for the various functions and the increased efficiency with 
which all arc consequently performed, arc too evident to 
need extended comment. Some social insects produce 
physically divergent types of individuals adapted hy struc¬ 
ture to perform different functions. In the familiar case 
of the bees, the hulk of the community is made up of 
“workers” and the reproductive function is specialized in 
the (jueens and drones. Certain species of ants and ter¬ 
mites j)resent a very complex social structure containing 
a dozen or more structurally specialized types of individ¬ 
uals, One of the most interesting facts in regard to human 
society is the ahseiue of definite structural specialization of 
individuals. Human organization is an artificial thing, a 
culture product. Natural differences undoubtedly exist 
among human beings, and are taken advantage of, more or 
less, in fitting individuals to specialized functions; but the 
dilfereiu c*s seem to be ac cidental, and unpredictable. Cer¬ 
tainly human beings do not become fused into a super- 
(Uganism in the manner of the cells in an animal body. It 
is in fact a matte r of the greatest uncertainty and one of 
the most disputed cjuestions in the whole field of knowl¬ 
edge. as to how far olrserved dilferences in kinds and de¬ 
grees of capacity are innate and how far they arc the 
rc‘sult ol “nuiturc ” and th.e siditle influences of environ- 
nuMii and social suggestiom The tendency of scientific 
study at the present time is to place more and more em¬ 
phasis on the environment and less upon congenital struc¬ 
ture. In any case, human dilferences are not so definitely 

It will be recalleil that we are using the word “specialization” 
instead of the familiar “division of labor”, not only is labor di- 
viiled. hut it is differentiateil and co-ordinated, and the other 
elements or faitors in production are likewise “specialized”— 
olten more* exteiisivelv and vitallv than the human factor. 
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transmitted by inheritance as to be predictable in ad¬ 
vance; they have to be discovered and developed and the 
individual fitted to his place in the system by some arti¬ 
ficial means. There is no mechanical solution of the hu¬ 
man social problem, as in the case of the animal organism 
or even of insect societies; human beings have to form 
themselves into an organization as well as to control and 
operate it when constructed. 

1. UTILIZATION OF NATURAL APTITUDES; ESPECIALLY THOSE 
OF LEADERS AND FOLLOWERS. Howcvcr, wc are Safe in as¬ 
serting that there are some innate individual differences 
in human capacities and aptitudes, and the first in the list 
of gains from organization results from taking advantage 
of them. One social problem is to discover such differ¬ 
ences and utilize them as far as possible. They can never 
be predicted with any certainty before the birth of the in¬ 
dividual, in fact they cannot usually be discerned at any 
time in life from clear external marks; and in the course 
of the development of the individual they become so 
largely overlaid with acquired traits that they can never 
be separated from the latter. The most important natural 
differences of which we can be reasonably sure are those 
of physical stature and dexterity and (with much less cer¬ 
tainty) of general mental activity. The most important 
differentiation in function, or division of labor, between 
individuals is the separation between direction and ex¬ 
ecution, or the specialization of leadership. It may well be 
true that able leaders are in general also more competent 
workers or operatives, but the gain from superior direc¬ 
tion is so much more important than that from superior 
concrete performance that undoubtedly the largest single 
source of the increased efficiency through organization re¬ 
sults from having work planned and directed by the ex¬ 
ceptionally capable individuals, while the mass of the 
people follow instructions. 

2. DEVELOPMENT AND UTILIZATION OF ACQUIRED SKILL AND 
ACQUIRED KNOWLEDGE. The principal quality in man 
which gives him superiority over the animals is his abil¬ 
ity to learn, including learning to know and learning to 
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do. Biu even in man this capacity is exceedingly limited 
in scope in comparison with the whole range of acquired 
human knowledge and activity, and a large part of the 
gain from organizing activity comes from the increase in 
the efficiency of learning which is connected with reduc¬ 
ing the field in which an individual must exercise his 
learning ability. Even the specialization of leadership un¬ 
doubtedly rests as much upon acquired as upon innate 
dilfcrcnces. In truth, the fundamental innate difference 
among men is in the capacity to learn itself. In other 
fields than leadership—fields of specialized knowledge and 
skill in the narrower sense—it is still more clearly impos¬ 
sible to separate the fa( tor of innate capacity from that of 
acquired powers, and still more evident that the innate 
capacity itself is a capacity to learn rather than directly 
to perform. Even in the case of genius, what is inherited 
is an extraordinary capacity to learn, or learn to do, cer¬ 
tain things, and the amount of actual specialization in 
tlie original l)cnt is highly uncertain. In modern machine 
industiy, where the* operative is rc'stricted to repetition of 
a few simple movements, an incrc'diblc increase of speed 
as c:c)ni|)arc‘cl with that of an untrained worker may be 
achieved in a short space of time. The operations gen¬ 
erally involve inovcinents very different from any which 
are natuial to man as an animal, movements such as set¬ 
ting tyjie, |)laying a musical instrument, or sorting mail 
matter into boxes: lint thc*y can be learned by any normal 
])erson, and when mastered they make possible the em¬ 
ployment of a tec hnology vastly more efficient than that 
of primitive industry. (Sec* No. 5 below.) 

‘P caiANcuNc; i’uc;i.s or work ciikapk.r, within limits, 
THAN UHANcnNc; jOHs. 1 Iic saviiig of time and effort in 
changing from one operation to another is the third 
gain from specialization. It is true that if a man performs 
the same operation re[)eatedly, he must change from one 
object, or piece of work, to another. But by the use of 
mechanic al conveyers, sc ic niific routing and the like, it is 
toiiiid that, 7eit}iiu lifnits, the process of bringing to the 
workman a procession of shcK's, autcmiobile cylinders, or 
hog cart as.ses is far less costly than having him make the 
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changes in position, changes in tools used, etc., involved 
in performing successively on any one of them the various 
operations necessary to complete the making of a prod¬ 
uct, as was done under old handicraft conditions. This 
gain is evidently rather closely connected with that 
arising from specialized skill. It is to be especially empha¬ 
sized, because so commonly overlooked, that in this con¬ 
nection there are offsetting costs, whicli only within limits 
are exceeded by the gains. Not only must the cost of 
changing jobs be compared with the cost of changing 
pieces of work as within a given factory. If each man com¬ 
pleted a product, the workers would not have to be 
brought together into factories at all, a feature which also 
involves large costs, and neither would the materials 
have to be assembled from such a vast area or the prod¬ 
uct distributed back over a market ]:)crhaps nation-wide 
or even world-wide in extent. The costs of bringing to¬ 
gether vast quantities of materials and of distributing the 
product tend in fact to offset very considerably the gains 
of large scale production. These costs include not merely 
actual transportation, but marketing costs in the form of 
profits, risks and losses from inaccurate forecasting of de¬ 
mand, idleness due to over-production, storage, insurance 
and the like. The public has been educated by apologists 
for monopoly to over-estimate seriously the real gains 
from large-scale factory methods; these offsetting losses 
are rarely appreciated to the full. 

4. NATURAL ADVANTAGES IN THE CASE OF “NATURAL RE¬ 
SOURCES.’* However uncertain we may be as to the innate 
differences in men, there can be no question that the nat¬ 
ural resources of different regions are suited to widely 
divergent employments. In such extreme cases as mineral 
deposits, for example, specialization to regions is abso¬ 
lute, since minerals can only be extracted where they ex¬ 
ist, and this is quite commonly in places where any other 
industry is virtually out of the question. Also, “geographi¬ 
cal” or “territorial” specialization is almost a physical 
necessity as between different climatic zones. Other indus¬ 
tries may be carried on in different regions, but usually 
some locations offer greater or lesser advantages over 
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others, which may or may not be sufficient to offset trans¬ 
portation costs and other costs of specialization. The 
question of political interference with territorial speciali¬ 
zation, through “tariffs”, bounties, subsidies and the like, 
has formed an important political issue in all modern na¬ 
tions. Such measures practically always reduce the gains 
from specialization and the arguments used to support 
them are fallacious from a purely economic point of view. 
In some cases a political unit can profit at the expense of 
others, but this is rarely possible and still more rarely 
achieved by the policies adopted, and is always to the dis¬ 
advantage of the world as a whole. 

r,. ARTIFIOJAL SPECIALIZATION OF MATERIAL AGENTS. DIVI¬ 
SION or OPERATIONS LEADS TO INVENTION AND USE OF MA¬ 
CHINERY. Even natural resources are never used in their 
natural state. The process of developing and adapting 
them to particular uses is generally more or less of a spe¬ 
cializing process and may be compared to the “educa¬ 
tion" of a human being. When we turn to the forms of 
productive equipment usually classed as artificial-tools, 
machines, buildings and the like, it is evident that spe¬ 
cialization goes very far indeed. A tool or machine is usu¬ 
ally much more specialized than a human being can ever 
be, and its efficiency in a particular task is connected with 
the degree ot its specialization. Many things can be done, 
after a fashion, with a hammer; only one with an auto¬ 
matic printing-press or a watch-screw machine; but that 
one thing is done with wonderful precision and speed. 
Perhaps the very largest single source of gain from the 
specialization of labor is that it makes possible the de¬ 
velopment and use of machinery, the effectiveness of 
which is almost entirely a matter of its specialization to 
limited and relatively simple operations. 

(). MINOR TECHNICAL GAINS. The gains from natural and 
artilii ial adaptation of men and things to tasks, plus that 
due to changing pieces of work instead of tasks (our 
No. 3 above) do not exhaust the economies of specializa¬ 
tion. There is an economy in coordination due to the fact 
that a specialized worker need have access only to the 
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tools used for the operations he continuously performs, 
and not to all those used in making the article. This is 
practically rather an incidental matter, subordinate to 
the specialization of equipment. In primitive industry lit¬ 
tle is invested in tools, and a large investment carries with 
it specialization of both workers and equipment. We may 
note also as a final consideration in connection with this 
whole subject, that in many cases any sort of effective 
work involves the performance of difierent operations 
simultaneously, which of course necessitates specializa¬ 
tion. 

SOCIAL COSTS OF SPECIALIZATION. All the gaiiis from spe¬ 
cialization are summed up in the one word, efficiency; 
it enables us to get more goods, or better; its advantages 
are instrumeyital. On the other hand, specialization in it¬ 
self, is an evil, measured by generally accepted human 
ideals. It gives us more products, but in its effects on hu¬ 
man beings as such it is certainly bad in some respects 
and in others questionable. In the nature of the case ^ it 
means a narrowing of the personality; we like to see 
people of all-around, well-developed powers and capaci¬ 
ties. In extreme instances, such as the monotonous work 
of machine-tending, or repetitive movements at a ma¬ 
chine-forced pace, it may be ruinous to health and mad¬ 
dening to the spirit. In this connection it is especially 
significant that the most important source of gain also in¬ 
volves the most important human cost. The specialization 
of leadership means that the masses of the people work 
under conditions which tend to suppress initiative and 
independence, to develop servility as well as narrowness 
and in general to dehumanize them. 

TECHNICAL COSTS OF ORGANIZATION. We have already 
mentioned the fact that there is another side to the tech¬ 
nical advantages of specialization, namely the costs of as- 

Statements of this kind need a good deal of interpretation. In 
reality everything depends on the alternative system used as a 
basis of comparison. The idyllic system of universal craftsman¬ 
ship certainly never existed historically; perhaps it could not 
exist; but we think we can imagine its existence. 
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scrnbly and distribution. This aspect of the situation is 
hinted at in the famous saying of Adam Smith that the 
division of labor is limited by the extent of the market, 
that is, really, by distribution costs. To these we must add 
the broader category of costs of organization in general. 
The existing social organization is called an “automatic/* 
system, and in some respects it is such. But any system of 
bringing large numbers of people into intercommunica¬ 
tion and coordinating their activities must involve enor¬ 
mous costs in actual human and physical energy. Organi¬ 
zations are like water-drops, or snow-balls or stones, or any 
large mass; the larger they are the more easily they are 
broken into pieces, the larger in proportion is the amount 
of energy that must be consumed in merely holding them 
together. The larger tlie army the bigger the proportion of 
oflicers, and the more unwieldy the aggregate, even then, 
rhe losses from this souice in the modern world are stu- 
jjendous; the number of persons, and still more the 
amount of brain power, which must be entirely taken up 
with j)assing on diiecticms and keeping track of what is be¬ 
ing done and “oiling the machinery” in one way and an¬ 
other is truly appalling. And the opportunity for persons 
to secure private gain by dislocating the organization ma¬ 
chinery leads to still greater waste and loss. 

INri:Ri)i:iM:Ni)FN(:i:. A final important disadvantage of or¬ 
ganized production and distribution is the resulting inter¬ 
dependence of persons and groups. I his interdependence 
is supposed to be mutual, in the long run; but for the time 
being, the persons who perform such functions as coal min¬ 
ing and transportation are very much more necessary to, 
say, schools teachers or farmers than the latter are to them. 
Strikes or failures to function due to accidental causes pro¬ 
duce a kind of sulTering unknown in unorganized society, 
or even in small groups within which the pressure of public 
opinion is much more powerful. A phase of this inter¬ 
dependence manifests itself acutely in the ebb and flow of 
prosperity, particularly the recurrence of business crises 
bringing widespread distress. 
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Types of Social Organization 
Economics and Politics 

SOCIAL ORGANIZATION AND BIOLOGICAL ORGANISM! ANALOGY 
AND CONTOAST. As an introduction to the survey and 
classification of forms of social organization it will be use¬ 
ful to revert briefly to the comparison between economic 
society and the human body—especially to emphasize the 
fundamental difference. In this comparison the human in¬ 
dividual is said to correspond to the “cell’*, the ultimate 
unit of biological structure. Individuals, like the cells in 
an animal body, are aggregated into “tissues” and “or¬ 
gans”, which carry on the elementary life functions, seiz¬ 
ing nourishment, transforming it into a condition suit¬ 
able for use or digestion, distribution, disposal of waste, 
etc. The analogy is indeed obvious, and no doubt useful 
within limits, if it is kept on the level of analogy and not 
pressed too far. However, reasoning from analogy is al¬ 
ways dangerous, and the conception of the “social organ¬ 
ism” has probably produced more confusion than enlight¬ 
enment. The differences between society and an animal 
organism are practically more important than the simi¬ 
larities, for it is in connection with the differences that 
the social problems arise. 

The division of labor between the organs of the body is 
based on an innate differentiation of physical structure, 
and the coordination of their activities is automatic and 
mechanical. I’lie cells or tissues do not choose what posi¬ 
tions they wdll take up or what functions they will per¬ 
form, nor can they change from one position or function 
to another. They do not meet with any of the problems 
which make the study of human organization a practical 
concern; they have no separate interests which may con¬ 
flict with each other or with those of the body as a whole, 
and there can be no competition among them in any but 
a figurative sense. 

Human society is the opposite of all this. Definite ma¬ 
chinery has to be deliberately designed to reconcile or 
compromise between the conflicting interests of its mem¬ 
bers, who are separate purposive units; the organization 
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as a whole has no value in itself or purpose of its own, ac¬ 
cording to the dominant theory of democracy at least, but 
exists solely to promote the interests of its members. In 
the same way, as we have seen, planned provision must be 
made in human society for working out the division of 
labor, assigning the separate tasks to the various persons 
and apportioning productive etjuipment among them, for 
distributing the fruits of the activity, and even for deter¬ 
mining the character of its own future life and growth.® 

TYPES OF organization: 1. “status" and tradition, or 
THE CASTE SYSTEM. The nearest approach to a mechani¬ 
cal division and coordination of activity which is reached 
or can be conceived of in human society would be a uni¬ 
versal system of status or “caste". It is possible to imagine 
a social order in which elaborate specialization of activ¬ 
ities is achieved on a purely customary basis, and some ap¬ 
proximation to such an ideal is found in the caste sys¬ 
tem of India, VVe can suppose that rigid social custom 
might fix all the details of the division of occupations 
and techni(|ue of production, the assignment of individ¬ 
uals to their tasks being determined by birth, while tra¬ 
dition would also set the details of the standard of living 
for every(3nc. Such a society wovdd have to be nearly un¬ 
progressive, though slow change in accordance with 
unconscious historical forces is compatible with the 
hypothesis. 

There are two reasons for ascribing considerable theo¬ 
retical importance to caste as a system of organization. It 
serves to bring out by contrast the characteristics of the 
modern Western system based on [)roperty and competi¬ 
tion. a contrast made famous by Sir Henry Maine’s theory 
that the transition from a regime of status to one of con¬ 
tract is a fundamental historical law. In the second place 
there is a large element of status in the freest society; so¬ 
cial position, character of work and standard of living are 
determined even in America today, perhaps nearly as 
much by the “accident" of birth as by conscious or un- 
See also the discussion of insect societies (above p. i6) to 
which the observations made in regard to the animal organism 
will largely apply though in a lesser degree. 

24 



Social Economic Organization 

conscious selection in accord with innate personal traits. 
Moreover, any society based on the natural family as a 
unit tends toward progressively greater rigidity of strati¬ 
fication. With the passing of the frontier and the special 
conditions of a new country, rapid change in this direc¬ 
tion has come to be a conspicuous feature of American 
life, though political and social motives have led us to 
set up opposing forces such as free education. 

2. THE AUTOCRATIC OR MILITARISTIC SYSTEM. The fllSt 
Step away from a caste system in the direction of increas¬ 
ing freedom is represented by a centralized, autocratic 
system most briefly described by comparing it with the 
organization of an army. In such a social order, worked 
out to logical completeness, the whole structure of society, 
the division of labor, determination of policies, and allo¬ 
cation of burdens and benefits, would be dictated by an 
al)Solute monarch. The individual need not be asked 
what he wants or thinks good for him in the way of ci¬ 
ther his consumption or his share in production. The 
idea of organization itself might be worked out to any 
degree of intricacy, and coordination might indeed be 
higlily effective. In practice, such a system would have to 
contain a large element of caste, unless the family were 
abolished entirely, as in Plato's sciicmc for an ideal re¬ 
public. I'he organizing principle in an autocratic sys¬ 
tem is personal authority resting upon “divine”, or pre¬ 
scriptive, right. 

It is to be observed that this principle, while theoreti¬ 
cally 1 educed to a minimum in modem society, is actu¬ 
ally, like that of tradition and caste, very much in evi¬ 
dence. The exercise of “authcjiity”, while limited in 
dc\gree, is as real as cither “free” exchange or persuasion, 
within the family, in the internal organizati(3n of busi¬ 
ness units and in the “democratic” system of government 
itself. In an autocratic system worked out to ideal perfec¬ 
tion, the j) 0 ])ulation as well as all material goods would 
be the property of the monarch; the political and eco¬ 
nomic systems, as we habitually understand the terms 
today, would be completely fused, the ideas of sovereignty 
and property identified. A picture of such a social order 
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may be found in the story of Joseph in Egypt, in the book 
of Genesis, after first the chattels of the people and then 
their persons were turned over to Pharaoh in exchange 
for the grain stored up by Joseph against the lean years. 
I'he theory of medieval European feudalism may be re¬ 
garded as a combination of the principles of caste and of 
autocracy. Ehis means that under feudalism also, there is 
no separation between the economic and political aspects 
of the social organization. The contrast in meaning be¬ 
tween the two in the modern world will presently be 
looked into. 

sj. ANARCHISM AS A POSSIBLE SYSTEM. In the third type 
of organization mechanism to be considered, we swing to 
the extreme opposite of the two preceding, from rigorous 
control by tradition or arbitrary authority to absolute 
freedom, or purely voluntary association. Wdiethcr such 
a system is possible, may well be doubled, as most of the 
world d(jes douljt; but it is at least conceivable, and many 
cultivated and noble minds have, as is well known, ad¬ 
vocated attempting it as a practical program. I'he idea is 
simple enough; it is contended that if inec|uality and all 
hope or thought of exploiting or exercising authority 
oxer other men xvere abolished, people might agree vol¬ 
untarily as to what were best to be done in the various 
contingeiu ies of social life and the best method for do¬ 
ing it, and |)ro(eed accordingly, xvithout any giving or 
taking of orders, or any threat of compulsion or restraint 
by force. It is not necessary to suj)posc that everyone 
wcmld have to be all-knowing in regard tc:) every sort of 
cpiestion. It is fully consistent with the theory of anarchy 
to have recourse to expert opinion; it must be assumed 
only that the experts would be able to agree, or that the 
mass of pec)j)le would agree on which expert to recognize 
and follow. I'he theorists cd philcjsophic anarchism who 
have attrac ted sericius attention assign a laige lole tc) cus¬ 
tom and the force of social opinion. "I'here is no doubt 
that custom has in fact played the leading part in both 
originating and enforcing laxvs, especially in early times. 
Hnt the case for anarchism in the sense of voluntary 
agreement through rational deliberation—that is, for this 
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system as opposed to a caste and custom organization— 
is much less plausible. Apparently insuperable difficulties 
stand in the way of the elimination of compulsion in an 
intricate machine civilization subject to the stresses of 
rapid material progress. 

4. DEMOCRACY OR DEMOCRATIC SOCIALISM. The two Sys¬ 
tems remaining to be considered represent combinations 
of or compromises between systems already named. The 
first, democratic socialism, is a compromise between the 
authoritarian and the anarchistic. The nearest approach 
to the freedom of anarchy which we even theoretically 
reach on any extended scale is the rule of the majority. 
In its main structural features a society organized entirely 
on this principle would resemble the autocratic, authori¬ 
tarian system. The difference is that the controlling au¬ 
thority, instead of being an absolute autocrat, would it¬ 
self be under the control of ‘'public opinion", that is, the 
will of the majority of the citizens, expressed through 
some “political" apparatus. Again, the economic and po¬ 
litical organizations would be fused and identified. This 
is the type of social structure advocated in the main by 
persons calling themselves “socialists" though by no 
means to the exclusion of other types of organization 
machinery, especially that of free bargaining. Custom 
could not of course be excluded in any case, and com¬ 
petitive characteristics would undoubtedly appear, since 
few socialists would absolutely prohibit market dealings. 
The exercise of personal authority—beyond that involved 
in the majority taking precedence over the minority in 
cases of disagreement as to policy—would be reduced to 
the minimum. It is hardly necessary to mention the fact 
that the activities of modern societies arc to a consider¬ 
able and increasing extent organized “socialistically", 
that an increasing fraction of their activities are carried 
on under the mandatory direction of agencies selected by 
majorities and as far as practicable made subject to the 
will of the majority. Examples are the postal system, the 
schools, streets and highways, the central banks and an 
increasing proportion of public utility services. 
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5. 'uiE EXCHANGE SYSTEM. TIic last typc ot Organization 
inaciiincry to be distinguished is the one especially char¬ 
acteristic of nuKlern Western nations, in which the whole 
system is worked out and controlled through exchange 
in an impersonal (ompetitive market. It is variously re¬ 
ferred to as the competitive system, the capitalistic sys¬ 
tem, the system of piivate property and free exchange, 
individual exchange cooperation, and so on. Its most in¬ 
teresting featine is that it is automatic and unconscious; 
no one plans or e ver planned it out, no one assigns the 
participants tlu‘ir idles or directs their functions. Each 
peiscjn in suc h a system seeks his own satisfaction without 
thought of th(‘sti IK tine of soc iety or its interests; and the 
melt: mechanical interattion of such self-seeking units or¬ 
ganizes thtaii into an elaborate system and controls and 
(ooidinates their a(tivitit‘s so that each is continuously 
supj)lied with the fruits of the lafior of one vast and un- 
kntiwn mnltitude in return for ptaforming some service 
for another multitude also large and unknown to him. 
Although th(‘ attuality diverges in many respects from 
su( h a simple* idealized dest ription, the results which arc 
in fat t at hievetl by this method are tndy wonderful. Like 
the other systems destribed, it does not exist and can 
hardly be thought of as existing in a pure form. But so 
large* a pait of the* ordinaly work of the modern world is 
organize’d in this way that sueh e*xpre*ssions as “the pres¬ 
ent social svstcin” 01 the* “existing economic order”, arc 
tommonly uiulerstood to re*ft*r to the organi/atif)n of pro 
vision foi the* means of life through buying and selling. 

i wt) srie I vn s e)i i xtaiANtu, oRtrwi/\riox: (a) iiandi 
t KAi i , AM) (u) i Ri r EM i RPRisr. Lhc first step in the 
des(iij)tion of the fre’e exchange svstein must be to dis¬ 
tinguish between two forms of it which dilfer in funda- 
nu*ntal respe*tts. d'hat would be in the j^roper sense an 
exchange* svstcni or society, in which each individual 
piodiiceel a single' commcxlity and exchanged his sur¬ 
plus ol this, dire’ctlv or through the medium of money, 
lor the various othei things re*c]uired for his livelihood. 
Some* appioximation to this system existeel in the handi- 
cralt organization of the medieval towns, and of course 
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tJic farmers and a few city craftsmen of today typically 
])roduce concrete things to sell. We call this a “handi- 
ciaft" system. 

But such is by no means the characteristic form of mod¬ 
ern economic organization. In modern industry in its 
most developed form no individual or small group can be 
said to “produce” anything. As it is sometimes put, we 
have gone beyond division of occupations to the division 
or subdivision of tasks. Typically, each individual merely 
performs some operative detail in the making of a com¬ 
modity, or furnishes to some productive organization a 
part of the natural resources or capital it employs. But 
this difference in technology, as compared with a system 
where each person makes an entire article, is not so im¬ 
portant as the diflerence in the personal relations, in the 
system of organization itself. In a handicraft system each 
one lives by producing and selling goods, and generally 
owns the material upon which he works and the article 
he makes when it is finished, as well as his shop or work 
place—most naturally in his home—and the tools or 
ecjuipmcnt used in performing his work. 

In the modern free enterprise system, as exemplified in 
the large-scale industries, the relation of the individual to 
the system is of a quite different sort. As the worker pro¬ 
duces nothing and owns nothing, he can exchange noth¬ 
ing, so far as want-satisfying goods are concerned. The 
individual in fact gets his living, not by selling and buy¬ 
ing or exchanging goods, but by selling productive serv¬ 
ices for money and baying with the money the goods 
which he uses. And of course he docs not carry out this 
exchange with other individuals, since they are in the 
same situation as himself, but typically with business 
units. 

A business unit, or enterprise, is made uji of individ¬ 
uals (among whom tlie man who sells to or buys from it 
may himself be included) but is distinct from these indi¬ 
viduals and constitutes a fictitious person, company, a 
firm or typically a corporation. Production is now com¬ 
monly carried on by such units. They are, of course, con¬ 
trolled by natural persons, but these “officers” act for the 
organization and not as individuals. Various separate 
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persons (possibly with other business units as intermedi- 
arics) own and ultimately control any one business unit. 
The business unit itself partly owns but largely hires or 
leases from individuals (in some cases again indirectly) the 
pioductive power with wiiich it operates, including the 
services of human beings and those of “property", natu¬ 
ral and artificial. 

It is a fact familiar to every reader of such a book as 
this that in the modern world economic activity has typi¬ 
cally l)e( (jme organized in this form: business units buy 
productive services and sell products; individuals or fam¬ 
ilies sell productive services and buy products. Hence the 
study of economics in our society is mainly the study of 
free enterprise. 
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The Price System and the Economic 
Process 


MODERN ECONOMIC ORGANIZATION, AN “AUTOMATIC*' SYS¬ 
TEM. One of the most conspicuous features of organiza¬ 
tion through exchange and free enterprise, and one most 
often commented upon, is the absence of conscious de¬ 
sign or control. It is a social order, and one of unfathom¬ 
able complexity, yet constructed and operated witliout 
social planning or direction, through selfish individual 
thought and motivation alone. No one ever worked out 
a plan for such a system, or willed its existence; there is 
no plan of it anywhere, either on paper or in anybody's 
mind, and no one directs its operations.^ Yet in a fairly 
tolerable way, “it works", and grows and changes. We 
have an amazingly elaborate division of labor, yet each 
person finds his own place in the scheme; we use a highly 
involved technology with minute specialization of indus¬ 
trial equipment, but this too is created, placed and di¬ 
rected by individuals, for individual ends, with little 
thought of larger social relations or any general social ob¬ 
jective. Innumerable conflicts of interest are constantly 
resolved, and the bulk of the working population kept 
generally occupied, each person ministering to the wants 
of an unknown multitude and having his own wants sat¬ 
isfied by another multitude equally vast and unknown— 

^ I'liis is true just insofar as the social order is in fact one of ex¬ 
change and enterprise. We do have a large and increasing 
amount of deliberate planning and control in modern society, 
but this means precisely the substitution of “political” for “eco¬ 
nomic” methods of organization. 
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not indeed, but tolerable on the whole, and 

vastly better than each could satisfy his wants by working 
directly for himself. To explain the mechanism of this 
cooperation, unconscious and unintended, between per¬ 
sons whose feel in,^s are often actually hostile to each 
other, is the problem of economic science. It is both a 
(hallen^e to the intellectual interest, and of surpassing 
prac tic al impoi lance: for the workings of the system must 
be iindeistfjod, if the action which society, in its self-con¬ 
scious aspec t is constantly taking in legard to it, is to re¬ 
sult in good rather than harm. 


rkic r, rm: c.iaui: and ri oi'I-Ator. iin: pric i*: sysit.m. The 
(■(onomic organization is built up and contiolled, in a 
way familiar in its broad outlines to everyone, through 
the impeisonal forces of /;r/rc.'J’he princ iples on which it 
opeialc's aie facts universally familiar: yet in their aj:)- 
plicaiioii to the practical pioblems of improving the 
working of thc' sysican, these* princij)les not only become 
comjilic alecl. but nui counter to natuial and established 
ways of thinking. Many popular beliefs regaicling eco¬ 
nomics and the ellects of Ic'gislation arc* fallacies which 
when pul into prac tice tc'ncl to impoverish the nation. On 
a genc'ial iindeistanding of the* finuknnental laws of price 
relations, and on their thoughtful application in mea.s- 
iiies of jiublic jiolicy, rests all hope* for piosperity under 
cle-moc ratic instilutions, all hoj)e for e'ilie ieucy in industry 
and a j)iogre'ssi\elv moie* c'cjuitable* elistribulion of the 
biucle iis and be’ne'hls of social coope'iation in economic 
life. 

rile genc'ral theory of the* svstc'in of fiec* cMiterprise, as 
statccl above*, is simple. People gel the*ii “living” by sell¬ 
ing productive j^ower, meaning thc'ir own personal serv¬ 
ices or the* use of piope'ity which they own, to industrial 
estahlislnnenis, for inone*v, and buving with the money 
the* nu'ans of salisfving their wants and needs. The‘y buv 
tioin indusiiial c*sial)lislnnents also, ge*neially from dif- 
le'ic'ut one‘s than those to which they sell their own serv¬ 
ices. .ind gfuerallv through the inediiun of merchants or 
de ale rs, luehistiial e-nte*] prises, re'c ipioeallv, buv produc¬ 
tive* serviees (of jieison and property) from individuals, 
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use them to “produce*' the means of want-satisfaction, 
and sell these to individuals. It is always to be kept in 
mind that our social organization is not simply and solely 
one of free enterprise. In agriculture particularly, in the 
professions largely, and in some other fields less exten¬ 
sively, we have production carried on on the “handicraft" 
principle; the family is the unit and uses its own produc¬ 
tive power to make a product, which it sells in the mar¬ 
ket. Other productive operations are carried on by gov¬ 
ernmental agencies, which operate in various relations 
with the ]niblic and there are also some “cooperative" es¬ 
tablishments. The typical modern business enterprise, 
however, is the corporation, an impersonal organization, 
which does buy or hire most of tlie productive power 
used in making the products which it sells. The process 
tends lo be obscured by the fact tliat production of most 
things is divided into a great number of stages and 
branches, carried on in different establishments. Any sin¬ 
gle establishment commonly buys not only raw produc 
tive jjower, but various “products" of other establish¬ 
ments, together with some productive power, with w'hich 
it turns out another “product", which in turn is probably 
not ready to satisfy wants, but is sold to still other estab¬ 
lishments as “raw material". All these details wall come 
in for discussion presently. In the meantime, it is possible 
to think of Inisiness establishments as a group, buying 
productive power from individuals, making j^roducts in 
the final sense, and selling these to individuals for “con¬ 
sumption" in satisfying their w^ants. 

As explained in previous chapters, the general interest 
reejuires that the available productive power of soci¬ 
ety at large be used to create the means of satisfying the 
more important wants, as far as it will go, that it be used 
as elliciently as possible, that the total output of industry or 
social income be distributed ecpiitably among the people, 
and that the ])roductive eejuipment itself be maintained 
and reasonably improved. "I’he general theory of free en- 
ter])risc from this point of view-—the })rovision made in 
such a system for realizing these objectives—can be stated 
briefly. Production is motivated and controlled by the 
consumers’ expenditure of income. Each person being 
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free to s[)end his money as he pleases, the presumption is 
that he will know the relative importance of his own vari¬ 
ous wants and will buy goods accordingly. Producers will 
then be comjKlIcd to furnish the things most in demand. 
They are placed in competition with each other; the es¬ 
tablishment which conforms best to the wishes of con¬ 
sumers can sell its product at the highest prices, and one 
which does not produce things in demand may not be 
able to sell its wares at all. Whenever too much of any¬ 
thing is being made, in pro[K)rtion to its importance to 
(onsumers, its price falls, and the price of things rela¬ 
tively short in supply rises. Producers therefore find it 
profitable to utilize j)i()ductive power to make the things 
the public needs, nr wants, in the correct proportions. 

Morc‘ovc‘1. pioclucc is are in competitic:)!! in the pur¬ 
chase of |)rc)clu( tive powe r, and their means for purchasing 
are de rived fiom the sale of products. Those who make 
prodiK ts most in demand c an pay higher prices for labor, 
matei ials, c‘tcand it is assumed that those who furnish 
thevse things will sell them to those who oiler to pay most, 
riius it is not a maltei of c hoice with the producer. He is 
literally compelled to meet the consumers’ demands as ac- 
( iiratelv as his (om|>etitiors do, or he cannot secure pro¬ 
ductive power, and cannot remain in business. 

In the* same' way. the* c omjK'tition of producx'rs tends to 
force them to be* as rfficirut as [)ossible in the conduct of 
their opc’ial ions. I'or those* who succeed in turning out the 
largc si cjuantilv of anv commodity with the use of a given 
amount of produc tive j)owei can pay most for it, and force 
le ss c'tlic ieiit compc’titois eithc'r to adopt more efficient 
methods oi to go out of business, riius every detail in 
the |)roducti()n process is constantly subjected to a ruth¬ 
less j)roc ess of selec tion in a struggle for existence, and an 
it resist ible pressure is brought to bear toward the use of 
produc ti\c* powe r both in the “best” direction and in ac¬ 
cord with methods ol the highest [)ossible efficiency. 

rtu* payments made by producers for productive power, 
including labor and the use of capital and natural re- 
sonrec's. constitute the incomes of individuals. Competi¬ 
tion of producers, and the effort of each individual to 
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secure as large an income as he can in exchange for the 
services he furnishes to production, tend to make these 
payments equal to the full value of every service in its most 
productive use. Thus the distribution of income is worked 
out on the principle of paying each individual in accord 
with his contribution to the total social product, as meas¬ 
ured by the amount consumers arc willing to pay. Con¬ 
sumers also compete with each other, those who will pay 
the most for any product get it, and this competition 
tends to assure to the individual who furnishes any pro- 
dutive service a payment for its use equal to the value of 
the most valuable contribution which that service can be 
made to yield. The relation of the system to the fourth 
primary task of organization, that is, to maintenance 
and progress, can only be mentioned here. It is surely evi¬ 
dent that rich rewards arc waiting for those who can in¬ 
troduce improved methods of production, or bring new 
resources into use, while those who only patiently accu¬ 
mulate capital to make possible the increase and improve¬ 
ment of productive eciuipment in its commonest forms 
are rewarded with interest on savings. 

PRINCIPLES VERSUS FACTS. EXPLANATION VERSUS JUSTIFICA¬ 
TION OR CRITICISM. Such is the enterprise system in a 
brief “airplane” view, and according to the accepted the¬ 
ories of economics, which are undoubtedly sound if not 
pushed beyond such an outline of fundamental tenden¬ 
cies. In such a view, the system appears both extremely 
simple and altogether beneficent. But when these few ab¬ 
stract principles are clothed with the concrete facts of 
life, which is the task of economic science, it quickly de¬ 
velops that economic relations are far from simple and 
the results achieved not only far from ideal in the sense 
of creating universal happiness but also far from what we 
have a reasonable right to expect. Our task of putting the 
complex and often unlovely flesh and viscera of reality 
upon this clean white skeleton of abstract principle must 
be carried out in several stages. Only a few of the earlier 
stages can be sketched in this volume, and we must be 
concerned primarily with the more general sources of er- 
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ror in undcrstaiuling the way in which the system actu¬ 
ally works. Discussion in detail of its failures and the 
jjrohlenis invfjlved in atteniptinj^ to remedy them must be 
left to more extensive and specialized treatises. The fac¬ 
tual basis of these fail in es and problems will, however, be 
indicated from time to time and given such emphasis as 
the scope of our study permits. 

It must constantly be borne in mind that explaining 
how the system works does not mean justification of it, as it 
has a way of seeming to do. On the contrary, a clear un- 
derslanding of the comj>etitive mechanism will make ob¬ 
vious fundamental weaknesses in its very nature, and is 
(liielly imj)oriant in this connection, through pointing 
the way to intelligent procedure looking to its improve- 
mi ui. I'wo or three of the main hidden assumptions 
which partly account for the contusion of explanation 
and justification may be mentioned here at the outset 
and these and others will be emphasized from time to 
time. In the first place, it is not true that producers and 
consumers will necessarily be in competition among 
themselves if Icdt to pursue their own interests individu¬ 
ally. (iroups of either may, and often will, combine in 
one way or aucjther to form vionopolies^ and much con¬ 
scious social iiiteiierence is called for to counteract this 
tendency. Again, it must be borne in mind that the cori- 
trolling force considered above is pcdiniaiy demand, 
whic h lor many reasons dcjes not constitute a valid meas¬ 
ure of the real human importance of products. Demand 
clepc iuls upon the desire and the purchasing power cT 
consumers. Uut desires may be manufactured by fraud or 
corruption of tastes, and at best it cannc;t be assumed that 
what people individually want is unifcnuily what is best 
lot ihc ni or for soc iety. Still Ic'ss is want, as measured by pur- 
c hasiug power, a perfec t index of real value. The vicious 
wants of a clegeneiate heir of millions or of a successful 
c rook may outweigh in their pull upon productive power 
the recpiirements for a decent livclihocxl of hundreds of 
poor families. 

In regard to the mere explanation of how the competi¬ 
tive system works, we may observe that the chief difiicul- 
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ties arise from the interconnections between different 
goods and the different satisfactions they afford, and be¬ 
tween different means of production. It is hardly ever true 
that a single kind of want-satisfaction is derived exclu¬ 
sively from a single commodity. Interactions are of both 
the possible sorts~it may take a combination of goods to 
satisfy a single want, or the same want, or nearly the 
same, may be satisfied by various goods. On the one hand, 
automobiles arc useless without gasoline, and on the 
other, bread may be made of various grains, or other 
starchy vegetables. The two relations may even go to¬ 
gether; butter and bread enhance each other’s usefulness, 
and yet as both are foods, cither may more or less take 
the place of the other. W^ith |)roductive agencies, thi.. 
combination of opposite relations is universal. Neither 
land nor labor nor capital alone can produce any wheat, 
yet within limits each may be substituted for the other in 
production. 

SUBDIVISION OF THE PROBLEM. THE NOTION OF AN UNPRO- 
CRESsiVE SOCIETY OR “s lATic STATE”. Ill scttiug out lo ex¬ 
plain the workings of the economic system, it is conven¬ 
ient to make a sharp separation lietween the first three of 
the four main functions of organization and the fourth 
function. Society is at any time using economic power for 
two sets of purposes—first, to satisfy current wants, and 
second, to provide for maintenance and j^rogress. It will 
simplify our task of explanation very materially to con¬ 
sider these two processes separately. First, we shall take 
u[) the organization of existing resources for the satisfac¬ 
tion of existing wants and their use in accordance with 
an existing level of technological arts and sciences. Then 
the explanation will be expanded to lake in the eflects of 
activities directed toward increasing the stock of re- 
souKcs, changing the wants and improving the technol¬ 
ogy. I'hat is, we shall first discuss the economic system as 
if it were concerned with the first problem alone, as it 
would be if no changes in resources, wants and technol¬ 
ogy were taking place. 

Neglecting, provisionally, the effects of these progres- 

37 



The Economic Organization 

sive changes, will greatly simplify the problem, without 
falsifying it in essential respects. For the two aspects of 
economic life are in fact largely distinct. The organiza¬ 
tion for satisfying current wants has essentially the same 
character that it would have if the progressive changes 
were to ccasc -cxccpt only that a certain fraction of a na¬ 
tion’s total productive energy is always being employed 
in these fields which minister to progress. The fraction, 
however, is not very large. It is not accurately known, but 
in the United States, expert estimates place it at about 
f)ne-sixth. That is, about five-sixths of our productive 
power is actually used for jiroducing goods and services 
for day to-day consumption and about cme-sixth for im¬ 
provements of all sorts, 'f’his conception of an economic 
society wliere all the productive j)owcr is used for satis¬ 
fying (unent wants, where no jirogress takes place, is in 
geiuaal use in (‘(onomic discussion and is called a “static” 
so(i('ty. It is true that activities j)romoting progress, be¬ 
sides drawing olf ilurir fraction of picxluctive energy, dis¬ 
turb and modify tiu* workings of the “static” organization 
in impoitant resj)ccts. ^'et is is useful to understand the 
tendcMu ic's of (()mj)et it ive relations as they wc:>iild be in 
the absem i* of sue h distnrbancc's, and the interference of 
progressive changes in the* static: adjustment can best be 
taken up in connec lion with the disc ussion of progress as 
a sc*j)arate pioblem. d'he use of the “static hypothesis” is 
neiessaiy, ijoth to simplify the disc ussion, and because in 
[)ra( ticc* the* eliec ts of progressive c hanges are not impor¬ 
tant in connection with a large proportion of business 
and social problems. With reference to other problems, 
involving adjustments looking a long distance into the 
future, this procedure would give rise to inaccuracy; and 
the* eliects of progressive change's have* to be taken into 
account, as far as thc'y can be foreseen. In addition, prog¬ 
ress itself constitutes one c:)f the major problems, or groups 
of inoblems, of soc ial j)olicy, and therefore of economic 
sc ience. 

rin: i c:c)Nc)mic: i*rc)c:kss in a “static:” vii:w. Disregarding 
the I )rogressive changes, economic society becomes a proc¬ 
ess of utili/ing productive energy in the satisfaction of 



The Price System 

human wants, in accord with certain methods, which rep¬ 
resent the existing state of material civilization. These 
three elements or sets of elements, namely (i) productive 
resources, (2) the wants and tastes of the population, and 
(3) the existing development of technical methodology, 
constitute the data, the given factors with whicli an eco¬ 
nomic system works. With reference to them, as they are 
at any given time, competitive forces are tending to es¬ 
tablish a certain stable adjustment of the process of pro¬ 
duction, distribution and consumption. That is, the proc¬ 
ess of competitive buying and selling, tends to establish a 
condition in which certain means of production would 
be used to create certain want-satisfying goods and in 
which these goods would reach and be consumed by cer¬ 
tain individuals, and that the flow of productive services 
into industries and of goods from industries to persons, 
would be a steady and unchanging process, because the 
forces acting upon each phase of the process would be in 
equilibrium. 

This process of want-satisfaction falls into numerous 
stages, as well as brandies ramifying through each other. 
The wants to be satisfied are numerous, and the goods 
which satisfy them even more so. Those things which sat¬ 
isfy wants directly are usually made, or “])roduccd”, by 
the use of other things, materials and agencies, these in 
turn by still others, and so on, in an indefinite and widely 
varying number of stages. I’hc stages in the process of 
making the direct means of want-satisfaction give rise to 
indirect or intermediate goods, which also enter into ex¬ 
change, are bought and sold. The series from direct to in¬ 
direct and more and more indirect means or agencies 
must end somewhere, in things and agencies which are 
not the result of j^revious economic activity or productive 
operations.2 These most indirect, or final, means of want- 

“ Practically speaking, the series must be treated as ending 
somewhere. Wlietlier it really does end is more doubtful. The 
so-called “natural resources" also have a history. Just where the 
series practically ends at a given time, it is not easy to say. 
These questions will recur from time to time as the discussion 
progresses. 
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satisfaction sometimes operate directly, there being no in¬ 
termediate stages, as when a piece of land is prized as a 
dwelling site or for its natural beauty, or when one per¬ 
son sings a sortg or cuies a disease for another; or there 
may be a vast number of intermediate stages, as when 
iron ore (an unproduced agency) is used in making steel, 
which is used to make machines and these to make other 
machines, whidi make tools to make other machines and 
so on indefinitely, until [)erhaps we have a locomotive 
which hauls (oal which is burned to warm a house. It is 
necessaiy to have terms by which to designate various 
stages and insii nmentalilies in the economic process. I'lie 
eveiyday use of teams like goods, wealth, income, wants, 
lesoiiKes, etc ., is hjose and often too ambiguous for the 
j)Uip()S('s of scientific discussion. Some space will now be 
cle\otc‘d lo a more de tailed analysis of the procciss and to 
definition of certain terms necessary to distinguish the 
elements whicli have to be distinguished with a degree 
ol a( ( urac y. 


un. ii iMiMARv coNciers oi i conomics. From the 
point of \iew just suggc‘stc‘d, the economic })roccss is a 
succession of opeialions using mcains to achieve ends. The 
ultimate end is the satisfaction of wants. Fhe direct 
means ol want sat islac tion aie consumption goods, such 
as lood, clothing, houses, books, motor-cars, etc., and per¬ 
sonal seiMcc's. such as medical attention, the ministra¬ 
tions ol music ians, ac tors, preac hers, baibers, domestics, 
etc., \\hich satisfy wants in other ways than by providing 
coiisinnahle mateiial goods. Intcainc’diate goods comprise 
the matc'iial j)roductive ecjuipnuait of industry, the fac¬ 
tories. stou’s. and other buildings, raihoads, mines, and 
cwcayihing but man himself and the ultimate materials 
and loiccs ol nature. Fhese in tinn—man and nature—tcj- 
gc'iher with an element in the intermediate gcx3ds w’hich 
we call “capital’* and whose nature will have tc3 be ex¬ 
plained constitute ultimate rescnirces. 

The whole series may be roughly represented by a dia- 
giam, in connection with which the elements will be fur¬ 
ther and more carefully considered. 
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**Ultimate'* Intermediate In 
Resources direct Goods 
(Numerous 
Stages) 

Physical 

Machinery Food Subsist- 

Tools Fuel ence 

Buildings Houses Gratifica- 

Processes Books lion 

Processes Autos Th ri 11 

Esthetic 
Social 
Conformity 
Distinc¬ 
tion 
Poxoer 
Benevolence 

In tJiis scheme the squares may be thought of as rep* 
resenting the materials which pass from one stage to the 
next. The long arrows indicate that any or all of the in¬ 
termediate stages may be skipped. It is especially impor¬ 
tant to note two things: First, the services of man and 
nature arc combined with materials at each stage in carry¬ 
ing forward to the next stage the sequence of indirect 
goods. Second, both nature and man, as already observed, 
may satisfy wants directly. Nature affords standing room 
and esthetic gratification (including the emotions of won¬ 
der and awe, as well as love of beauty) and a human being 
may render service directly in innumerable ways (includ¬ 
ing again the service of exhibiting himself as a “wonder" 
of one sort or another—dramatics, professional sports, 
etc.). In connection with the several stages of the eco¬ 
nomic process, or combinations of them, arc a number of 
concepts which call for definition or brief explanation. 


(See Text) 

Nature 
Support 
Fertility 
Forests 
Fish, game 
Minerals 
Man 
Labor 
Direction 
Waiting** 


Direct Co7i- Want Sat- 
sumption isfactions 
Goods 


WANTS AND THE DIREC:T MEANS OF SATISFYING WANTS. At 
the end of the economic process is the satisfaction of hu¬ 
man wants, and wants afford the motive power which ac- 
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tnates tlic entire process.-^ The main types of wants are 
indicated by headings in connection with the diagram 
above. TJie most important fact about wants, and one 
which we have to notice in various connections is that the 
i^eiiavior of civilized man is chiefly explained by motives 
distinctly above, though connected with, the biological 
urge to maintain and propagate physical life. Food, cloth¬ 
ing, shelter, etc., are called subsistence wants, but it is ob¬ 
vious that most of the clfort we expend in connection 
with them is directed toward conformity to “standards*' 
of some kind rather than maintenance of actual life, or 
even comfort. I’hesc facts introduce deceptive complica¬ 
tions into the relation between the commodities and the 

AttentiV)!! should be called to the fact that two relations be¬ 
tween wants and economic activity are included in the state¬ 
ment given. Wants may be thought of as the “objective” end, 
or piupose of the process, or as the cause or “explanation” of 
it. riiere is an important opposition, and not merely a differ- 
enie, l)etween the two coiueptions. From the one viewpoint, 
want-saiislaction is the end which the process ought to achieve, 
and the problem of economics is chiefly that of explaining why 
it falls short of complete accomplishment of its purpose. From 
the other viewpoint, which regards wants as the cause of ac¬ 
tivity, it is axiomatic that wants are really satisfied. There is in 
fact a fundamental conflict between these two viewpoints, 
which runs through all our thinking about human behavior. 
Such problems, and others related to them, raise philosophical 
cpiestit)ns as to the interpretation of human life and its rela¬ 
tion to natural processes which have to be left tc^ the philo¬ 
sophical specialist. For the |)urp()sc\s of scientific; discussic^n, we 
have to adopt the second point of view, treating want-.satisfac¬ 
tion as cause; rather than as end or objective, d he task of the 
scientist is the exClariation of what happens, by formulation of 
causal laws. It is always necessary, however, to recognize that 
the practical point of view reverses the theoretical. Economics 
has no jjiac lical significance unlc^ss it is possible for man to con¬ 
trol his behavior, in a real sense, by taking thought about it. 
whic h implies that it is not altogether mechanically determined 
by external causes. 

From a third point of view, adve^cated by many modern psy¬ 
chologists, as they call themselves, wants are entirely meta¬ 
physical and unreal and the only reality is the way in which an 
individual “behaves” in a given situation. 
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wants they satisfy. Though it may seem paradoxical, the 
evident truth is that the most divergent commodities 
may be used to satisfy essentially the same wants; the 
same kind of satisfaction which one consumer gets from a 
luxuriously appointed table another may secure through 
elegant dress, another through motor cars and still an¬ 
other, perhaps, from a strong-box well filled with ‘*gilt- 
edged" securities. 

consumption; goods and services; utility, the law of 
DIMINISHING UTILITY. Waiit-satisfaction is, in its eco¬ 
nomic aspect, called ‘‘consumption”. Not all want-satis¬ 
faction is of economic interest, but only that which in¬ 
volves effort and thought or use of means of some sort, 
and involves in addition, some relation to other human 
beings in society. The means of want-satisfaction arc 
goods or the services of goods, and the services of persons. 
The property possessed by goods or services of being able 
to satisfy wants is utility^ Those goods which do not call 
for thought or effort, and are outside the field of eco¬ 
nomic discussion, are commonly called free goods, in con¬ 
trast with economic goods. Examples of free goods are 
air and sunshine, and, under natural conditions, water. 
Free goods are distinguished by the fact that they exist in 
super-abundance, or cannot be controlled or appropri¬ 
ated (sunshine), while economic goods are those which 
are appropriable and limited in supply in relation to the 
need or desire for them. 

In relation to economic life, the most important fact 
about the want for any particular commodity is its satia- 
bility. The more one has of any single good the less im¬ 
portant it becomes to get an additional unit, or to keep 

^ Again it is appropriate to utter a warning in regard to the 
dual meaning of wants. From the strictly scientific point of 
view, utility, as the cause of action, is the power to arouse de¬ 
sire ratlier than that of affording satisfaction. It is evident that 
the two are by no means the same thing; yet it is practically 
necessary to treat them as identical, leaving refinements in 
distinctions to the philosopher, as suggestcrl above. From the 
“behavioristic” point of view, again, action is caused by the sit¬ 
uation, and the notion of a want is superfluous. 
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any one unit in the supply already possessed. This princi¬ 
ple is called the law of diminishing utility. It explains 
the diversification of consumption, if not the precise 
amounts of every commodity purchased by any individ¬ 
ual. In the absence of this fact of human nature, a person 
would spend his entire income cjn some one commodity, 
the first one on whicli he happened to get started, or the 
one considered most important to begin with. In consc- 
(jueme of the principle of diminishing utility, expendi¬ 
ture for any commodity is stopped at the point where 
some other commodity offers a more attractive use for in¬ 
come. Kconomic utility docs not mean the usefulness of 
a thing in the al)stract, but the importance of any one 
unit of the available supply. This accounts for the old 
f)arad()x that while coal is so much more useful to the hu¬ 
man race than diamonds it is wortli so much less by the 
ton. When a thing is superabundant, like the air, it 
cleaily has no economic utility at all, though it may be 
indispensable to life. 

iNcioNfi:, in iiJTv, VALiiF AND PRICK. Sti'ictly speaking, all 
consumption is (onsumption of services. The relation be¬ 
tween the different types of goods and the services they 
render will be discussed presently. Fhe aggregate of con¬ 
sumption or of services consumed, in a unit of time, by a 
j)erson or a group, may be called incotne. In determining 
income, each type of commodity tonsumed (or satisfac¬ 
tion enjoyed) is measured by the economic utility of that 
type of commodity, in view of the amount of it actually 
(onsumed and the purchasing power of the consumers. 
Since the eionomic utility of a unit of any commodity dc- 
cieases as the number of units consumed increases, the 
total ecomnnic utility of a large (<)nsum|nion of wheat, 
say, or sugar, may be smaller than it would be if the total 
consumption were smaller and the satisfaction accompa¬ 
nying it more intense. This principle is often manifested 
in terms of money price in the fact that a large crop of 
wheat or cotton may bring less in the aggregate than a 
small crop, the price per unit being lower in greater ra¬ 
tio than the crop is larger. The principle is referred to in 
economic literature as the "paradox” of utility or of ex- 
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change value. In determining the income of a group, by 
adding the incomes of the individuals composing it, we 
have to assume that the utility of the same unit of the 
same commodity (the amount of income it represents) is 
the same for every person into whose consumption that 
commodity enters. In this respect, also, economic utility 
diverges strikingly from the common-sense idea of the 
real value or importance of things. From the common- 
sense point of view it is absurd to think of a loaf of bread 
as representing the same amount of satisfaction to a dys¬ 
peptic rich man as it does to a hungry laborer. But the 
price is the siwie to both, and that is the fact which is de¬ 
cisive from the standpoint of ccojiomic science.^ 

The term value is used in different senses in economic 
literature. Like the term utility, it is sometimes an ethical 
quantity, the “real” value of a thing, in contrast with its 
money value under some set of conditions, and sometimes 
it is simply the money value or price. In this book value 
will be used exclusively to denote exchange value or 

•'> Again, the reader may be reminded that there is a wide con 
trast between the point of view of a scientific explanation of 
facts and that of the human interpretation or evaluation of the 
same facts. Money incomes do not correctly measure human 
values. Another reservation in regard to income is in order. It 
is defined above as the consumption of an individual or group, 
in a unit of lime (ordinarily a year). In the unprogressivc or 
static society, the production and consumption of any year 
would be ccjual, and income might be defined with reference 
to either indifferently. In reality, this is not so; as already re¬ 
marked, an appreciable fraction of the productive effort of 
any year appears as improvement of various sorts, new wealth 
or other provision for an increased flow of consumption in the 
future. Although economists generally consider that logically, 
income ought to be defined as the consumption during a given 
interval, statistical practice and accounting methods and our 
habitual ways of thinking view it rather as the production. The 
increase in wealth of an individual or nation is generally con¬ 
sidered as part of its income for the year, in addition to what 
he consumes. This really involves double counting, since wealth 
is valued only for its product, and the product of the wealth 
accumulated in a given year is counted in the income of suc¬ 
ceed ing years. 
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money value practically speaking as measured by price. 
Price and value will be distinguished, if at all, only in the 
case where some temporary and accidental circumstance 
causes goods to be sold at a price notably different from 
that which would be established by the ordinary working 
of economic tendencies. In regard to the word utility, no 
ellort will be made to stick to a uniform usage, but care 
will be taken to make the context show clearly which of 
its various meanings is intended. In general, it should 
also be restricted in scientific economic discussion to des¬ 
ignation of the actual cause of value, or of the choices 
which determine value and price; if this is done, utility 
also is etjual to value, and an aspect of value. Value is ex- 
jjiessed in terms of money, and money price is the prac¬ 
tical measure of economic services. The relation between 
utility and price will come up again in the next lesson. 

OOODS AND THEIR SERVICES. CAPITALIZATION AND WEALTH. 

Kcononiiially significant services, direct and in various 
degrees indirect, are rendered by persons or by things. 
Most of the power to render salable services, possessed by 
either a person or a thing, is the result of the previous 
expenditure upon or investment in the person or thing 
of other services of persons and things, and the notion 
of “ultimate” resources calls for much interpretation. 
'I’lie productive power of society, in both the material 
and the personal forms, is kept up from year to year and 
from generation to generation by the expenditure of 
productive power—in rearing and training new human 
beings to replace those who die or pass the age of useful¬ 
ness, and in producing new material instrumentalities 
(including the rearing and training of animals and culti¬ 
vation of plains) to replace those which wear out. In ad- 
tlition, modern Western nations are making some in¬ 
crease, in normal years, both in their human population 
aiul their material ecpiipment. It is not inaccurate to say 
that the entire productive capacity of any modern nation 
has been l)uilt up in this cumulative process; the value 
of the productive power invested in human and material 
ecpiipment in the course of history would probably be 
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equal to the total “capitalized” value of that productive 
power at the present time. 

Many of the problems of wealth and production center 
in this word “capitalization”. We may begin with the 
statement, to which there are no exceptions, that wealth 
is capitalized income or service. The term wealth or prop¬ 
erty is used to designate all exchangeable things or goods, 
whether they derive their value from the power to satisfy 
wants directly or from that of serving indirectly in the 
making of other goods which serve less indirectly or di¬ 
rectly. Capitalization is the process by which the value of 
a service or time-stream of service to be rendered by a 
good in the future becomes reflected in the present ex¬ 
change value of the good itself. If the service-yieldin'^ 
good is indestructible and the value of its service for any 
one year is known and assumed to be unchanging 
through the future, capitalization consists in the simple 
operation of finding the sum of money which if put at in¬ 
terest at the current rate ^ would yield an income equal 
to the annual value of the service in question. Thus if a 
piece of land can be leased to bring in a rental of a thou 
sand dollars per year, and the going rate of interest is 
five per cent, the land will be worth one thousand dollars 
divided by five-hundredths, or twenty thousand dollars. 
If the income is not permanent or is expected to change 
in value in the future, the operation is less simple but 
the capitalized value can be found for any given condi¬ 
tions by a little algebra or by the use of formulas or tables 
published for the purpose. 

The second observation is that the earjiings of human 
beings cannot be capitalized, for the simple reason that 
the laws of modern nations do not permit human beings 
to be bought and sold, by other human beings or by 
themselves; consequently, they are not wealth. One can 
buy the service of a material thing a day at a time or a 
year at a time, or buy the thing itself outright, which 
means to buy at once all the services it will ever render, 
as long as it may endure. But with human beings one can 

The meaning of interest will receive brief attention in a later 
section of this lesson and the explanation of the rate of interest 
will be given in the chapter on “Distribution*'. 

47 



The Economic Organization 

f)nly buy the ir scrviecs as they are rendered; one cannot 
buy a human bcini^^ as such, nor in general buy his serv¬ 
ices for any apjjreciablc time in the future by making a 
labor contract. Sudi contracts are now generally unen¬ 
forceable, particularly in the United States, and can 
rarely, and exceptionally, l>e bought and sold. Hence, 
while wealth is (apifali/ed income, there is much income 
which is not capitali/ed into wealth; in the United States 
the trac tion is aiiovit ihrec-tourths ot the tc:>ta\ tor the na¬ 
tion; this amount represents services rendered by human 
beings, only about one-fourth of our national income be¬ 
ing the servic c s of salable goods or wealth. 

'Ibis distinction between human beings and wealth 
rests on institutional facts, but is fundamental to the in- 
terjnetation of modern economic relations. In a slave so- 
( iety, it nc‘ed hatclly be said, matters would stand other¬ 
wise; hitman beings would be wealth, as horses and cattle 
arc? now, and the distinction between labor and wealth 
set vic es would fall away, as far as the enslaved jiart of the 
population were concerned. Even in our present social 
order, human procluc tive capacity may approach to a con¬ 
dition resembling in many respects that of an owned ma¬ 
terial agency. y\ young man may borrow money to pro¬ 
cure for himself an education in medicine or engineering 
and use the* earnings derived from his training to pay in¬ 
terest on its cost and repay the principal, just as he would 
do if he had bought a house and leased it for a rental. 
\c{ the fact remains that he could sell the house, and 
he cannot sell his education, or separate the use of it from 
himself (nor sell himself outright) . And because the edu¬ 
cation or other human capacity cannot be sold, no defi¬ 
nite price can be fixed as the measure of its value. More¬ 
over, the value, as accurately as it can be ascertained, will 
not show a tendency to ecjual its cost or the investment 
incurred in producing it, to anything like the same de¬ 
gree as will be true of the value and cost of houses and 
other freely producible income-yielding wealth. 

riiere may seem to be wealth which does not inhere in 
material things, but examination will reveal that this 
generally is not so. A mortgage, for instance, represents a 
division in the ownership of the mortgaged chattel, or the 
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income yielded by it. Even a patent-right or the good-will 
of a highly advertised product represents conditions at¬ 
taching to the use of material productive equipment, 
making it yield an extra income as compared with simi¬ 
lar agencies in other uses. Exceptions are indeed possible; 
an unsecured promissory note given by a man who has 
only his earning power may have a certain sale value in 
a community where the man is known £or competence 
and integrity. The value of such a note may be regarded 
as the capitalization of a small and indefinite portion of 
the man’s earning-power over a limited interval in the 
future.'^ 

production: the creation of salable vat.ue or utility 
Production is defined in economics to include both (a) 
the rendering of salable direct services, that is, satisfac¬ 
tion of wants, and (b) the imparting of sale value, or in¬ 
creased sale value, to goods, whether direct or indirect, 
l liis usage is somewhat different from that of the busi¬ 
ness world, which would hardly include the first at all, 
and not all of the second. The business man distinguishes 
production from distribution in a different way than does 
economics. In the scientific literature, that is, storage, 
trans[)ortation, finance and selling arc treated as part of 
(he production process, because they also, directly or in- 

There are many problems in connection with measuring ihe 
wealth and income of a nation wdiich space limits preclude our 
taking up here. For instance, if the homework of wives alone 
were to be valued at ordinary servants’ wages, the estimates of 
the national income of the United States would be increased 
from one-fourth to one-third. In general, statistics of income 
include only those services which arc either actually exchanged 
for money or are of kinds usually exchanged for money. Other 
services which persons perform for themselves or for their own 
families without pay are left out. It must always be remem¬ 
bered too that an increase in the money value of any item may 
represent increased valuation due to scarcity, and may indicate 
less want-satisfaction than before. This is likely to be true of 
rent on land and natural resources. It goes without saying that 
all income and wealth comparisons must be corrected for dif¬ 
ferences in the value of the dollar or other unit of value in 
which they may be stated. 
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directly, create want-satisfying power, just as truly as the 
operations of agriculture or manufacturing. This view is 
commonly emphasized by a classification of the “utilities** 
or kind.s of direct want-satisfying power which a good 
may possess and wdiich are imparted to it in the produc¬ 
tion process. 7’hesc include the utilities of forrn, space, 
time, and possession. It is evident without elaboration 
that a thing has greater power to satisfy wants where it is 
more wanted than where it is less wanted, and that con- 
setjuently transportation is a productive operation; also 
that want-satisfying power may be increased by preserv¬ 
ing a good from a time of no need or of abundance to a 
time of greatei need or scarcity, as when ice is stored in 
winter or food products in summer; likewise in the case 
of transferring a good from a person whose want (as 
measured by w'illingness and ability to pay) is less to one 
w'hose want is greater. This analysis of utility is designed 
to correct the popular fallacy that merchandising, stor¬ 
age, liname, etc., are unproductive or of no value socially 
in contrast wdth the industries which create “form** util¬ 
ity. In fact, the former industries render a service indis- 
pensabh* to the consumer, and (ommonly render it much 
more (heajily than he could possibly do for himself. If it 
is practii ahle (o [perform any of these functions more eco¬ 
nomically than it is now' done, anyone who can demon^ 
St l ate tin* fact c an make his fortune in short order. 

Production also iiuiiules the rendering of “personal 
s(‘ivi((‘s”. as alieady discussed, and the direct utilization 
of want-satisfying powers and qualities in nature, as well 
as the processing of intermediate goods and storing up of 
utility in tluun. It does not include the rearing and train¬ 
ing of human beings, for the reason that persons and 
their productive capacities are not salable, and have no 
clelinite value, though as already pointed out the aim 
and import of these activities may be similar in many 
fiindaniental respects to the creation of property value. 

TYrr s oi ('.ooDs. fkrishablk and durable, direct AxNd in¬ 
direct (;cKM)s or AiTRiBUTEs OR USES OF (;ooDS. The rela¬ 
tions which an article, that is service-yielding and scarce, 
and hence economically significant, and hence valuable. 
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sustains to economic problems, depend largely on two 
distinctions. The first is the direct or indirect nature o£ 
the service it renders, whether it satisfies wants or is in¬ 
strumental in the production of something which satis¬ 
fies them. A second division intimately connected with 
this and cutting across it separates goods into perishable 
and durable. Some goods render service only once, being 
destroyed in consumption, like food and fuel. Others 
render a succession or stream of services, such as a piece 
of furniture, a machine or a farm. There are of course all 
degrees of durability, ranging from the absolute perish¬ 
ability ^ of food and fuel, through tools and equipment 
of longer and longer life to the absolute permanence (for 
human purposes) of geographical features, statues, etc. 
There are also all degrees of directness and indirectness; 
and since practically any degree of durability may go 
with any degree of directness or indirectness, an exhaus¬ 
tive classification of goods from the two standpoints to¬ 
gether is out of the question. The same article, too, may 
have both direct and indirect uses, as coal may be burned 
to heat houses or to furnish power for production, wheat 
may be human food or stock-feed, etc. Moreover, ‘‘ex¬ 
tremes meet’’; as already observed, an ultimate resource 
may render service directly, as nature furnishes standing 
room and siqjport and scenic beauty. Natural goods 
which arc both unjnoduced and direct may have all de¬ 
grees of durability. 

For illustration, a classification giving examples of the 
extremes of both scales, of durability and directness, and 
one intermediate degree of each, is given in the following 
table. It is to be remarked that the fertility of the soil, one 

^ It will be noted that perishability and durability are defined 
for economic purposes with reference to use. Coal, or even some 
foods, may last indefinitely if not used, but economically are 
perishable goods because they cannot be used without being 
completely destroyed. On the other hand, the physical perma 
ncnce of many useful things, including objects of beauty, is 
quite independent of use or non-use. This is true of sunsets, 
wild flowers, the beauty of autumn woods, and the freshness 
and charm of spring, also of the productive potency of each 
season after its own fashion. 
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Direct 

goods 

Jndirect (pro 
ducccl for use 
in further pro¬ 
duction) 

“Ultimately 

U nproduced” 
(See 'Fext) 

Perishable 
(Destroyed in 
one act of use) 

(Also wild 
fruit, nuts, etc.) 
Fuel (in hous¬ 
es) (Natural 
or j)repared) 

Feed for 
stock 

(Also wild 
fruit, nuts, 
etc., both 
direct and un¬ 
produced) 

Semi durable 

Clothing, fur¬ 
niture, pleas¬ 
ure cars, also 
wild flowers 

Lumber, tools, 
machines, 
buildings,— 
capital goods 
typically 

Natural ab¬ 
rasives. An 
unimproved 
r(')ad (also 
wild flowers) 

(Completely 

durable 

Natural scen- 
ery, climate 
(also many art 
works) (Also 
permanent 
lanclscai)ing) 

Drainage 
works, tunnels, 
clams &: other 
permanent 
improvements 
on land, for 
productive pur¬ 
poses. Build¬ 
ing stone and 
brick. 

Ocean and nat¬ 
ural waterways 
(also natural 
scenery, both 
direct and un¬ 
produced) 


of the most important forms of wealth, is not found in 
tlie table. It can hardly he dassihed and might in fact fall 
in any (ompartment of either tlie second or the third col¬ 
umn. 1 hat is, it may he either natural or produced and 
may have any degree of peiinam iua', depending on the 
way in wln( li it is used: it could not fall in the hrst col¬ 
umn. as its usefulness is always more or less indirect. An¬ 
other fact of interest is that the significance of a good 
directly nselul in the physical sense is not uncomnmnly 
indirect to the individual envner, who leases it to others 
to secure a money inccmie. In regard to durability, 
we have remarked above that the useful life of a thing 
may stand in various relations to the physical perma¬ 
nence of the cpialities which give it value. Some things, 
like coal, have indefinite permanence when not used, but 
an absolutely limited capacity for service; others, like a 
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cut flower, have a limited life quite independent of 
whether they are enjoyed or not; still others may last 
longer under reasonable use than in disuse, as is said to 
be the case with electric storage batteries. Of especial im¬ 
portance is the fact that the use or sewice itself of a good 
whose life is independent of the service it renders is abso¬ 
lutely perishable. This includes all indestructible goods 
as well as those of limited life, and is also in large part 
true of human beings; the hour's use, product or enjoy¬ 
ment, is irrecoverably gone when the hour is past. 

PRODUCTIVE CONSUMPTION. Of the wliole production 
process, viewed on a national or world scale, the greater 
part consists of using indirect goods and services to con¬ 
vert materials into less and less indirect forms, to carry 
them forward toward the condition in which they will 
satisfy some human want. Actual rendering of want-satis¬ 
fying service is certainly the smaller part of the total. In 
this last stage of the process, production and consumption 
merge, the rendering and the utilization or enjoyment of 
the service taking place in the same act. In the indirect 
portion of production, more-indirect goods and services of 
course disappear, and are naturally said to be consumed; 
coal, wheat, labor, etc., are “consumed" in making bread. 
In a deeper sense, however, the coal and wheat are not con¬ 
sumed or destroyed. Rather their utilities are converted 
into other forms and carried forward into the bread itself, 
to be consumed when this is eaten. This relation is often 
emphasized by designating the utilization of intermediate 
goods and services in the making of more direct goods as 
productive consumption. The notion is important espe¬ 
cially in connection with the valuation of the goods 
which result. With a qualification regarding time (see be¬ 
low), the value of any product, intermediate or final, is 
the cumulative sum of the values of all the ultimate serv¬ 
ices which have become embodied in it through previous 
stages of the production process, and the value of any 
productive service is the anticipated value of the con¬ 
sumption service it will ultimately render. 
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PRODUCKRS’ AND CONSUMERS' GOODS AND WEALTH. Logically 

Speaking, the ex])ression, producers* goods or wealth, co¬ 
incides with indirect utility and consumers* goods with 
direct. In strict logic, all goods arc indirect; only services 
are consiiined, and all goods are significant through yield¬ 
ing or prodiu ing services. In practice, however, it is not 
feasible to adhe re to rigid classifications. The production 
process is conveniently regarded as ending when the prod¬ 
uct reaches the hands of the final consumer. Such further 
productive operations as holding a good until its service 
is wanted, coe^king and serving food, and the like, are ig- 
nored.^^ In this ( onncction, again, the same piece of prop¬ 
erty, sndi as a h<ntse, might be regarded as a productive 
good it leased to another person and as a consumption 
good i( used by another, the owner. A good cannot be 
leased unless it has a considerable measure of durability 
(think of leasing meat or coal!) and for this and other rea¬ 
sons there is a tendem y to restrict the notion of producers* 
wealth to things which are both indirect and durable— 
though coal for use in a factory, locomotive or steamship 
would ( ertainly 1)0 placed in this class. 

THE MFASURKMKN 1 OR V^M.UATION OF (;OODS AND OF SERVICES. 
rilF ROI F. OF IIMF IN I’RODt Kl I'lON AND CONSUMPTION. C^AP- 

iTALizAMoN, cAiTi AL (iooDs AND CAPITAL. A rather care- 
ful analysis ol the ])rotlu( lion process, particularly of the 
role of ill termed iate goods, is reejuired to avoid confusion 
as to the nature of productive power and the conditions 
of its economical cmj>loyment—the essence of economic 
policy, rhe basic principle is that productive power 
never has any value in itself, but is significant only for 
the want satisfying serviie which it ultimately represents 

As already pointetl out. the usage of economists is much more 
logical than that of business men and everyday non-scientific 
disc ussion. In the latter, production is regarded as ending with 
the last physical transformations the product undergoes, the rest 
of what economists include in production, storage, transporta¬ 
tion. merchandising, etc., being called distribution. In econom¬ 
ics, “distribution” has another meaning, being used to desig¬ 
nate tfte process by which the total income of society is divided 
or distributed among individuals. 
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and is measured in every case by the amount of that serv¬ 
ice or utility, for consumption. The general theory of val¬ 
uation, explaining how the prices of direct and indirect 
goods and services of persons and of goods are deter¬ 
mined and how different prices are interrelated, belongs 
to later stages of the discussion, but one elementary fact 
calls for emphasis here. It is that unless time or waiting is 
counted as a productive service, the value of a good is not 
necessarily equal either to the total value of the service it 
renders during its useful life nor to the total value of the 
services actually expended upon and embodied in it in 
the course of its production. Value is ultimately service 
value only; but the quantity of value depends not only 
on the quantity of the service, unless time is counted as a 
service, but also on the ivay in which a given quantity is 
distributed in time. Time affects both consumption and 
production. An apple-tree which would yield a hundred 
bushels of apples in one year would be worth very much 
more than one which yielded a bushel a year for a hun¬ 
dred years, which is simply to say that a hundred units of 
a given commodity in hand now are worth more than the 
certainty of receiving a hundred units spread over a long 
interval of time. From the production side, similarly, a 
structure whose erection called for the labor of a hundred 
men for a hundred years would represent much more val¬ 
ue when it was finished than one which could be erected 
by ten tliousand men in one year, all other conditions 
being the same, of course. That is, the same total quantity 
of physical productive effort, the same number of man- 
years of labor in this case, can produce more value when 
expended over a long period of time than when ex¬ 
pended in a short period. 

In short, tiine itself has value. And it has value for two 
reasons. First, it has value in connection with consump¬ 
tion, for the simple and obvious reason that men do not 
c are to postpone all their enjoyment of goods and services 
into the indefinite future, but, beyond certain limits, pre¬ 
fer a smaller amount of consumption in the present to a 
greater amount in the future. They will not “wait'*, not 
indefinitely at least, without being paid for doing it. Sec¬ 
ond, time has value in connection with production. The 
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final reason for this is the well-known fact that if one is 
in a position to wait a considerable time for a product, he 
(an (jbtain more of it by the expenditure of the same to¬ 
tal (juantity of prcjductive power, than if he has to have 
it immediately, because in the first case it is possible to 
construct tools, machines, etc., and prepare conditions 
which greatly increase the efficiency of productive effort. 
It is a general rule that ilie longer the series of intermedi¬ 
ate products is permitted to be, the greater is the total 
])roduct which can be obtained by the expenditure of the 
same total (juantity or productive power—provided, of 
course, that the whole process is intelligently planned, 
"rhat is, littic is a form of productive poioer. Of course, 
time alone canmjt produce commodities, but in that re- 
s])e(t it is no diHercnt from other |)roductive agencies, 
for nc itlu‘r can labor or natural resources produce except 
in coopeiation with each other, and with time. 

1 he significaiuc? of time appears, in the valuation of an 
indirect service, in the form of a discoinilint^ of the di¬ 
rect, consumptiem service it will finally render, in accord¬ 
ance with its disiame in the future. If it were not for such 
a discount on futurity, the value of any permanent pro¬ 
ductive resource would evidently be infinite, as there is 
no limit to the (|uaniity of service ultimately obtainable 
from it by waiting sulficiently long. d1ie rale of discount 
is the rate of inteiest. I he way in which the rate of inter¬ 
est is determined is a phase of the problem of distribu¬ 
tion, to he discussed in a later (haj)ter, where it wall ap- 
|)ear (hat tlie eflect of using a longer time for production 
in inc rcMsing the* edic ieiicy of produc tion is the dominant 
consideration. As jjioductiou progresses, goods ripening 
toward leadiness tor use. interest ap[)ears as a “carrying 
charge” on the* \alue of productive power already ex¬ 
pended u[)()n thc iii. d'he acc umulalioii of this carrying 
charge, or llie decrease of the amount of discount to 
which their future seivicc's are subject as they come 
neaier. are two wavs of looking at the same fundamental 
fac t. C-apital goods may be viewed as either accumulated 
produc tive pow’er, iiu hiding the carrying charge, or as fu- 
(uie utilities discounted in value according to their fu- 
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It is to be noted that the capitalization process does not 
apply to goods which have no durability of service-ren¬ 
dering power, but give up their utilities in an instanta¬ 
neous act of consumption. That is, the value of such 
things as food and fuel is not affected by the distribution 
of their services through time, and is simply the value of 
the service itself. For this reason, we do not generally dis¬ 
tinguish, in the case of such goods, between the goods 
themselves and their sci'vices. The two have absolutely 
the same value, and as pointed out above, the service can¬ 
not be sold separately from the good, as can be done in 
the case of durable goods by leasing them for a limited 
time. So it is customary to think o[ income as made of 
“goods and services'", that is, perishable goods, and the 
services of persons and of durable goods. 

THF. NOTION OF ULTIMATE PRODUCmVE RESOURCES, OR FAC¬ 
TORS OF PRODUCTION: “LAND, LABOR AND CAPri AL.’’ LlMl'EA- 
TioNs OF THIS CLASSIFICATION. The notioii of ultimate re¬ 
sources is another case where no single, simple, logical 
classification can be worked out and followed. It has be¬ 
come traditional to refer to “land, labor, and capital" as 
the three primary productive factors. Land is used to in¬ 
clude everything furnished by nature, and not merely 
agricultural land. Labor, similarly, includes all human 
services, skilled and unskilled, and direction as well as 
execution, though “management" is sometimes given sep¬ 
arately as a fourth factor. Capital includes all artificial 
agencies or produced goods used for further production. 

Such a classification of productive agencies has a cer¬ 
tain utility, perhaps, in indicating roughly distinct 
groups, but its serious defects need recognition and em¬ 
phasis. In the first place, none of the three types is really 
ultimate; all are largely “produced" as a matter of his¬ 
torical fact. Moreover, it is not clear that one is much 
more or less original or unproduced than another. What 
we call natural agencies, as they are used in production, 
are very different from “raw" nature, untouched and un- 
examined. Many things have been done to them, many 
costs incurred in bringing them into use; in fact, averag¬ 
ing out for any large group of natural agencies would 
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probably show that they have cost as much as at any given 
time they are worth, or in short that their productive 
value is entirely accounted for by previous expenditure 
of productive power or “investment”, undertaken for 
much the same motives as any other production of valu¬ 
able things. Artificial capital goods, on the other hand, 
are never wholly artificial; at the least, they contain ma¬ 
terials furnished by nature. Human beings, too, are es¬ 
sentially products; a human being with no training or 
culuire whatever would have little if any value. The sim¬ 
ilarity between investment in training and investment in 
material property has been pointed out. Finally, none of 
the groups is in any degree homogeneous; there is fully 
as much difference, for the purposes of economic prob¬ 
lems, between dillcrent kinds of natural agents, different 
kinds of ca])ital goods and different kinds of workers as 
there is between men and machines or either and natural 
agents, considered as classes. 

'Fwo or three general facts more or less on the other 
side, in favor of the “tripartite” classification, may be 
briefly stated. I he first is that there are good reasons in 
discussing modern free societies for making a clear dis¬ 
tinction between human beings and material productive 
agenc ies; the reasons have* already been given; human be¬ 
ings are not salable, and are properly regarded as not be¬ 
ing “|)roduced”, since the investment in them is made 
under special conditions which do not conform to the 
economic principles governing the production of piop- 
erty. With rc-gard to the separation between land, or na¬ 
ture*. and artific ial c apital goods, muc h less of a favorable 
< haiac te r can be said. Many economists aic dropping this 
disiinction and including land under capital. The real 
cjuesiion here, from an economic standpoint, relates to 
the conditions which rc*gulate the supply of any particu¬ 
lar good or agency, namely its durability in use, and the 
possibility and cost of producang more of it. No doubt in 
a rough general way the supply of artificial ecpiipmcnt 
goods as a class is more fully under control than that of 
natural resources as a class, but there arc all degrees 
within each class. Agricultural fertility can be produced 
at w’ill, within wide limits, and in the world as a whole 
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new supplies of most kinds of mineral wealth, certainly, 
remain to be discovered or brought under exploitation 
which is equivalent to and is production. On the other 
hand, many artificial goods, direct and indirect, are per¬ 
manent when once brought into existence. Any useful 
classification looks forward, not backward; the question 
of historical origin has no practical significance, except 
possibly in connection with certain ethical issues. Condi¬ 
tions affecting new supply are different in an old coun¬ 
try, whose resources are completely explored and devel¬ 
oped, from those of a new country or of the world as a 
whole. The general character of the classification result¬ 
ing from drawing the significant distinctions is shown by 
the table given above, which reveals the complexity of 
the problem. Land and capital should be thought of, not 
as groups of concrete things, but as names for elements 
or qualities in things. The ultimate elements or sources 
of productive power are nature, man and time, or 
waiting. 

One final remark is in order. The question of a distinc¬ 
tion between land and capital must be kept separate from 
the question of the relation between rent and interest as 
forms of income. The income derived from either land or 
capital goods may take the form of either rent or interest, 
depending on the terms upon which it is received. In ex¬ 
plaining the interest rate, it will be brought out that the 
''capital” for which interest is paid and received is nei¬ 
ther capital goods nor any kind of productive goods as 
such, but free productive poxoer, loaned and borrowed 
for the purpose of creating or obtaining goods of any 
kind. When one person hires from another the use of 
any concrete thing, the payment takes the form of rent. 
(See Note, page 66). 

free enterprise as a price system, the “wheel of 
WEALTH." With this long, and perhaps somewhat tedious, 
but necessary, analysis of the stages in the economic proc¬ 
ess finally behind us, we may return to the view of eco¬ 
nomic organization as a system of price relations. Seen in 
the large, free enterprise is an organization of production 
and distribution in which the individual or family units 
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get their real income, their “living**, by selling productive 
power for money to “business units** or “enterprises’*, and 
buying with the money income thus obtained the direct 
goods and services which they consume. This view, it will 
be remembered, ignores for the sake of simplicity the 
fact that an apfjrecialde fraction of the productive power 
in use at any time is not really employed in satisfying 
current wants but to make provision for increased want- 
satisfa( tion in tlie future; it treats society as it would be, 
or would tend to become, with progress absent, or in a 
“static” state. It also disregards the organization of ac¬ 
tivity in other ways than that of free enterprise; the latter 
is both the most typical and the most complex of the 
methods of organization in use in modern industrial na¬ 
tions, and the relation to free enterprise of other modes 
of organization -governmental industry, cooperation, the 
“handicraft” status (of agriculture, etc.) where the fam¬ 
ily unit produces and sells a product—is not an especially 
dilTicult j)i'ol)lem when the working of a system of enter¬ 
prise is understood. The general character of an enter- 
[)rise system, n'duced to its ver y simplest terms, can be il¬ 
lustrated by a diagram showing the exchange of produc¬ 
tive power for consumjnion goods between individuals 
and business units, mediated by the “circulation” of 
money, and suggesiing the familiar figure of the “wheel 
of wealth”. At one point on a circle we have the popula¬ 
tion as individuals (really families, always) and at the 
opj)osite point business enterprises as a group, including 
all the stages and branches of the productive organization 
in the broad sense of productiorr which takes in merchan¬ 
dising, finance, etc. The circulation of money is a very 
literal fact. The upper and lower semi-circles respectively 
repr esent the two sets of exchange relations into which each 
person enters with business in the large, the “sale” of pro¬ 
ductive power and “purchase” of products. In the final 
result, it is a single exchange, of productive services for 
|)roducts. with money as an intermediary. It goes without 
saying that business enterprises consist in the large of the 
same individuals as “The People” (excluding dependent 
members of families and wards of the state). Yet it is a 
mere accident if any individual buys any products at all 
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from the same enterprise to which he sells productive 
power or of which he is a member in any other capacity. 



Circulation of Economic valuos: 
upper half consumer's goods and 
services 

lower half productive services 
(labor and use of property) 

The nature of a business enterprise presents a prob¬ 
lem of considerable subtlety. In its fully developed form 
it would be entirely separate from those who sell it pro 
ductive power of any kind. In this theoretically pure form 
it rarely exists, but its character is approximated by a 
large modern corporation. The persons who make up or 
constitute the corporation may not furnish it with any 
considerable fraction of the personal services or of the 
material wealth with which it carries on its operations, 
d’he work, including that of management, may be per¬ 
formed by persons employed for wages or salaries, from 
common laborers up to the highest officials, and the prop¬ 
erty may also be hired from outsiders for a rental or an in¬ 
terest payment. If this were altogether the case, we should 
have the enterprise of abstract theory. In practice, of 
course, the men who make up the corporation as a legal 
entity generally do some of the work of direction and 
still more commonly furnish some of the property value 
or “capital" with which it carries on its functions; but in 
many actual corporations both contributions approach 
the vanishing point if they do not disappear altogether. 
The nature of actual enterprises will be sketched some¬ 
what more fully in a later chapter, but detailed discussion 
belongs to more specialized treatises. 
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It should be noticed that the “money’* of the diagram 
represents the total social income, which takes on four 
different aspects or meanings at different points in its 
circular flow. Beginning with its expenditure by individ¬ 
uals for consumption goods and services—(a) on the dia¬ 
gram—it represents to the persons who pay it out the ag¬ 
gregate cost of living; to the enterprise to which it is paid 
(b) it is business receipts or income. As the enterprises 
j)ay it out for productive services it is (c) business ex¬ 
pense or cost of producing goods, and to the individuals 
who receive it for the productive services it is (d) per¬ 
sonal (or family) income, in the form of rent, interest 
and wages, or salaries, according to the kind of produc¬ 
tive service and the terms on which the latter is sold. 

J he study of the price system narrows down to analysis 
of these two sets of prices and the interrelations between 
them, the prices of consumption goods and the prices of 
productive services. The two sets together control the 
process of jnoduction and distribution under free enter¬ 
prise. Those individuals wh(3 do not sell productive 
j)ower, l)ut use their own labor, or property, or both, in 
making a product, with or without hiring the service of 
other persons or their property in addition, do not enter 
directly into the second of the two markets, but their po¬ 
sition is not essentially changed by this fact. In effect they 
hire their own services from themselves, and their eco¬ 
nomic status is still determined by the total social situa¬ 
tion. rhose who render personal services, such as lawyers, 
do( tors, etc., are es[)ecially likely to "work for themselves” 
yet increasingly such persons also are "employed” by an 
institution or corporation of some kind. 

I’RlCrS AM) rUK TASKS OR FUNCTIONS OF ORGANIZATION. 
We shall now take up in slightly greater detail the man¬ 
ner in which the economic process is controlled by the 
two sets of prices. I he four main tasks or aspects of or¬ 
ganized activity are, as will be remembered, (i) to set 
standards for determining what things shall be produced 
and ill what proportions. ( 2 ) to allocate resources to the 
various branches of production and combine or coordi- 
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nate them effectively in each, (3) to distribute the prod¬ 
uct, and (4) to provide for maintenance and progress. 

1. THE FORMULATION OF STANDARDS FOR THE CONTROL OF 
PRODUCTION. Under the system of free enterprise the first 
task is most obviously a matter of price, since it is pre¬ 
cisely the prices of consumption goods and services which 
constitute the social measure of their importance. It is 
through its price that any good exerts the “pull" which 
assigns productive power to creating it. As we shall re¬ 
peatedly emphasize, the price measure is not a true index 
of social importance according to any recognized ethical 
standard, but it is the one in tern\s of which production 
is actually guided, insofar as (he principles of free enter¬ 
prise apply without “social interference" of any kind. 

Prices also perform in the short run that special but 
highly important function essentially the reverse of the 
above, namely that of adjusting consumption to produc¬ 
tion during the interval within which the supply cannot 
be changed. 

2. THE ORGANIZATION OF PRODUCTION. Next after the 
problem of indicating the channels of greatest demand is 
the two-fold one of making |)roduction follow those chan¬ 
nels, and of making it “efficient". This second task may 
be regarded as social business management. It covers (a) 
the allocation or assignment of productive resources, hu¬ 
man and material, to the different lines of industry and 
(b) their effective coordination and direction. The latter, 
again, includes the location and lay-out of plants, selec¬ 
tion of technical processes, determination of the scale of 
operations, marketing methods, internal personnel or¬ 
ganization, and all matters affecting productive efficiency. 
In the control of production, the two sets of prices work 
together. Every enterprise is in competition, as explained 
in the first pages of this chapter, with other enterprises, 
both in the sale of products and in the purchase of pro¬ 
ductive services, labor, materials, etc. Each enterprise 
buys productive services and sells a product or products. 
The price it can secure for the latter is one factor in de¬ 
termining the price it can pay for the former, the other 
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fac tor !)cing the efficienc y of the enterprise in converting 
productive power into products. It is the prices offered 
for the productive services which actually determine their 
entry into the industries where demand is greatest and 
into the establishments within any industry which have 
the highest efriciency. But the prices of productive services 
reflect the prices of the prcjclucts into which they ulti¬ 
ma tc‘ly flow, 1 he precise relation between the prices of 
particular products and the prices of particular services 
which (ombine in infinitely various ways in the making 
of iidinitely various products, constitutes the price prob¬ 
lem, which will form the subject of the next two chapters. 

iJtsiKinu'iioN. 1 he manner in which the product of 
industry is distributed among the members of society has 
already bee n indicated. Each resj)onsible individual sells 
some productive service or services to some enterprise, or 
enter[)rises, and tliereby obtains a money income, with 
which lie buys products for consumption from various 
enterfiiises—(from “dealers” who buy them from the 
“producers” as the business world uses the tenn). It is 
evident that the share’ in the final produce which anyone 
is able’ to sec urc- depends on (a) the amount of his money 
income and (b) its purchasitiir power c:)ver the goods 
whic h he dc’sires to consume. But the first of these is de¬ 
termined by the prices of the productive services which 
he se lls to industry, and the second is a matter of the 
prices of consumjition goods, so that the shares in distri¬ 
bution are deleiniined by the same two sets of prices al¬ 
ready considered. Ehc’ interconnection between the 
prices of final goods and those* of productive services in 
a relation of mutual determination really ties all three of 
these major functions of organization intimately to¬ 
gether; the interaction of the prices in the two markets 
sets standards, controls production and distributes the 
produce, and, as just observed, forms the main content of 
the stiicfy of economics. 


j. i c:c)NC)Mic: t*Rc)(;Ri ss and thk pricl regimk. The dis¬ 
cussion of earlier chapters has brought out the fact that 
progress involves many phases or aspects, which may be 
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summed up under the three heads of changes in resources 
(as to amount and kind and distribution of ownership), 
changes in technology, including the technique of busi 
ness organization, and changes in wants. Provision for 
and control over these progressive changes is one of the 
unescapable tasks of a system of organization. Rut as v/e 
have insisted at various points, modern social organiza¬ 
tion is a mixture of most of the possible systems or meth¬ 
ods, and it has been pointed out, also, that the control of 
progress is to an especially limited extent within the do¬ 
main of individual free enterprise and the price forces. 
The principal connection between the price system and 
social progress is mediated by the phenomenon of interest 
on capital. Most forms of progress call for the use of pres¬ 
ent resources in ways which are not immediately produc¬ 
tive and hence are equivalent to the saving and invest¬ 
ment of capital for a future return. Insofar, then, as 
progress is worked out through the price system at all, 
interest is the price through which control is chieHy ex¬ 
ercised. According to the theory of enterprise, interest 
constitutes the incentive to save and invest, as well as the 
incentive to direct into the most productive channels the 
use of capital already saved. How far in fact interest is 
the effective stimulus to saving is an unsettled question, 
though there can hardly be doubt as to its significance in 
drawing accumulated wealth into productive use and 
into channels which promise larger rather than smaller 
returns. Interest applies directly to conscious saving and 
investment, through the medium of “money”. In regard 
to other phases of economic progress, involving self-sacri¬ 
fice in the present for the sake of the future in indirect 
and subtle ways, the relation of the price incentive to the 
course of events is more obscure. 

5. CONTROL OF CONSUMPTION IN THE PERIOD OF UNALTER- 
ABLi: SUPPLY. There is for many commodities a short pe¬ 
riod within which the supply cannot be changed and the 
social problem is that of distributing the available supply 
over the period and among the consumers. The example 
ot the earlier section was that of an agricultural crop. For 
s<jme commodities, the price system has developed a com- 
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plicated niceiianism of speculative trading which works 
out the distribution of the supply. For others a less defi¬ 
nite and formal jirocedure takes care of the problem 
more crudely. 

Nou:. (See p. 59). I liis view of productive resources (pp. 54-59) 
is the “onhodox” one in modern economics. The writer now 
holds that it rests on false assumptions. Capital goods are not 
ptfxluced by labor (or labor and “natural agents”) without the 
cooperation of pre existing capital. And capital goods cooperate 
in jirodiK ing their rejjlacements (of the same or different form). 
Additions to tlie total capital of an economy are produced jointly 
by all kinds of existing resources. Thus both the aggregate capi¬ 
tal and any oner agent produces its own maintenance and even¬ 
tual rc*j)laccinent, while* yielding an annual flow of consumable 
product (the yield or “interest”) “in perpetuity”, or until de¬ 
stroyed through ne t disinvestment. 

Capital, then, is not an indirect method of using “other pro¬ 
ductive factors”; investment does not lengthen a production 
period; and the role of time in production must be differently 
interpreted. “W^aiting” is involved in the creation of additional 
capital in and by an economy as a whole; it goes on, and its 
result yields an income, as long as the economy endures. In a 
long-run view, both natural agents and laborers have the quali¬ 
ties of capital. I he “tripartite” classification is not a final 
analysis, as there are no “ultimate” productive resources, not 
previously produced. This is made fairly clear on pages 57/1. 
and this view (its tlu* treatment of the supply side in distrlbu- 
tion and of the interest rate-pages lo.piiH. 
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It is a trite saying that ‘‘price is determined by demand 
and supply”. Like many other facts which “everyone 
knows”, this is true or false according to the interpreta¬ 
tion, and unfortunately the correct interpretation is not 
an easy task. In order to explain price and the way in 
which price functions as a regulating force in economic 
life, it has to be understood in several different interpre¬ 
tations. The main diiliculty is that, as often happens, 
causal relationships run in one direction from one point 
of view and in the other direction from another. A cold 
day may be “caused” by a wind, but in the large, as every¬ 
one knows, the wind is “caused” by the unequal heating 
effects of the sun. In the case of these terms, demand and 
supply, there is obviously a sense in which price deter¬ 
mines both, while in a different sense it is being deter¬ 
mined by them. A satisfactory explanation of price re¬ 
quires drawing several rather careful distinctions between 
different uses of these words. In particular, it is necessary 
to distinguish different meanings according to whether 
immediate or ultimate relations are to be considered, 
whether price is to be explained from a short-run or a 
long-run point of view. 

PRICE FROM THE STANDPOINT OF DIFFERENT PERIODS OF 

TIME. The actual price at any given moment of a stand¬ 
ard commodity like wheat, whose price is constantly de¬ 
termined by free competitive dealing in an open market, 
is fixed by speculative traders who typically are neither 
producers, nor, to any significant extent, consumers of the 
commodity. They are literally, “middlemen”. Neither 
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producers nor consurners have anything to say about the 
price. The (lernaiul and supply which fix what we shall 
designate as the actual or momentary or speculative price 
are the buying and selling activities of traders. Yet it is 
dear that the buying and selling of traders is in a larger 
view determined by the amounts which the real consum¬ 
ers will buy and which the producers will sell. So that the 
price which is immediately determined by speculators’ 
demand and supply is finally determined by consumers’ 
demand and producers’ suj)j3ly. But still another distinc¬ 
tion is necessary. For the producers cannot change their 
supply until a minimum period of time has passed—in 
the (ase of wheat, a year or more. The supply for any one 
year is practically fixed at the amount which has been 
produced. In a longer time, however, producers can 
change the amount |)roduced, and wall do so, according 
to conditions which affect the profits in their business. 
From this third point of view, the demand is the con¬ 
sumers’ demand and the supply the producers’ supply, as 
before, but over a period of years the supply is under con¬ 
trol, whereas with reference to a single year it is not. 
Again, the sup[)ly will be very dilferent according to 
whether the conditions c:)f production and sale are those 
of competition or of monopoly. W^! must attempt to state 
the dilferent principles and the relations between them, 
brielly yet with considerable care to be accurate, as there 
is no other way to avoid confusion. The notion of a mar¬ 
ket first calls for a few words. 

rin: marki r: not a rARiicaiLAR im acf. but tiif field over 
wiiicai rRic:E mxinc; lORca s operaie. laiE law of the 
MARKi r: iMFORM pRua . In everyday usage, the term 
market may refer to a particular place, a town, or even 
inoK* narrowly, a liuilding. In economics the word means 
the whole area, often indefinitely defined, within which 
the husers and sellers of a commodity come tc:)gethcr and 
h\ a common price. Fhe wheat market is practically the 
world; theie is a world price, not absolutely the same 
all over the world, but closely interconnected. On the 
other hand, the market for the coal from a particular 
mine or the brick from a small factory may not extend 
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beyond a few miles. Obviously, the extent of the market 
depends on two limiting factors, the cost of transporta¬ 
tion of the commodity, the difficulty of communication 
among potential buyers and sellers. 

The most fundamental law of economic science is that 
in the same market there cannot be two prices on the 
same commodity at the same time. The reason is appar¬ 
ent. If Mr. A. is selling wheat to Mr. B. at $1.00 a bushel 
and Mr. C. is selling it to Mr. D. at $1.10, A. and 1 ). will 
get together at some price intermediate between $1.00 
and $1.10, if they know the situation. This law is so per¬ 
fectly typical, in vital respects, of economic laws in gen¬ 
eral, that we must dwell upon it a little further. The ne¬ 
cessity of its truth is obvious, and it is also well known 
that there are sales at different prices in close proximity 
to each other all the time! Economic laws, like other sci¬ 
entific laws, state a tendency, a result which would fol¬ 
low if certain conditions arc present. But actual condi¬ 
tions are likely to diverge from those assumed in stating 
the tendency. It is necessary to an understanding of the 
phenomena to see clearly both why there is a law and 
why there are exceptions to it. In this case, the conspicu¬ 
ous cause for discrepancy between the law and the facts 
in a particular case is found in the condition: people do 
not know the facts. They pay more to one seller than 
they would need to pay another because of ignorance. 
This is the most important single cause of exceptions 
to economic laws. It is quite generally true of such laws 
that they state what “woukr' happen if persons in some 
situation were fully cognizant of the situation in acting. 

There are other complications in the law of uniform 
price, also rather typical of economic reasoning. It speci¬ 
fies the “same*' commodity. But is wheat in Paris the 
same commodity as wheat in Chicago? Or is a physically 
equivalent fountain pen or can of peas with a label which 
is a guarantee of quality effectively the same commodity 
as if it has an unknown name? Or is the same loaf of 
bread the same commodity in a fashionable grocery and 
in an outlying one in a section inhabited by laborers? 
These questions suggest the caution necessary in stating 
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and interpreting generalizations regarding economic 
facts. 


UKMAM) AM) SUPPLY IN A SPECULATIVE MARKET. MOMEN¬ 
TARY pRicL. I'he emphasis on more or less imperfect 
knowledge of the facts on which action is based finds im¬ 
mediate ap|>li(ation in interpreting the relation between 
the short !un and long-run forces in price fixing. It is a 
familiar matter that speculation rests on uncertainty. The 
demand of spec illative buyers depends on what they think 
the demand of (onsumers to be, and the supply of spec¬ 
ulative sellers depends on what they think to be the real 
supply of the good, in existeiue or in prospect. The prin¬ 
ciple accoiding to which the price is fixed is briefly this: 
Speculators are interested in the future course of prices, 
and know that price is finally determined by consumers' 
demand and producers’ supply. They also know that the 
higher the pi ic e of a commcxlity, the less consumers will 
in general buy, and vice versa, while a higher price stimu¬ 
lates produc tion in the long run, but prcxluction cannot 
he cjuickly changed. In consccpiencc, we have a law of 
sjiec Illative demand, that the higher the price demanded, 
the* less of the commodity will be taken (and vice versa), 
and the converse law lor speculative supply, namely that 
the higher the' price* oil creel, the more of the commodity 
will be sold (and vice versa), riic law of [)ric:c follcjws 
obviously; ific price in a market will settle at the point at 
which the amount of the commodity which the buyers 
will take IS equal to the amount which the sellers will sell, 

rilE MI AMNC; C)E terms; surely is amount supplied but 
ULMANI) IS Nor AMOUNT DEMANDED. One must be Warned 
against the unfortunate ambiguity of the word demand in 
everyday usage. It is linguistically correct to say that a 
rise in price will reduc'e the “demand”. But this is using 
the word in praciicallv the oppc;>site sense from that of 
s.uing that the demand has not decreased unless at the 
same price less can be sold than before. It is much better 
in economic discussion to adhere to the second meaning. 
Demand is the set of conditions determining how much 
of a commodity can be sold at any price. In the case of 
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supply, however, no such confusion arises, and the word 
can be taken to refer to the actual quantity of a com¬ 
modity. The demand for a commodity is shown by a 
schedule or scale, or if one likes, by a curve, which states 
the amount the market will take at all different prices 
within the range of possible price fluctuation. Thus in a 
given state of the demand for wheat in a given area, a 
certain number of bushels could be sold within a certain 
period of time at a dollar, a certain smaller number at 
a dollar-ten, etc. If the demand increased, the number of 
bushels salable or amount demanded at each price will be 
greater (and vice versa). 

CONDITIONS BACK OF SPF.CULATORS’ OFFERS. SIIORT-RUN DE¬ 
MAND, SUPPLY AND PRICE IN CONTRAST WITH MOMENTARY. 

In farm crops production is periodic, and the supply of 
a given year is fixed. Most manufactured goods are not 
subject to such a definite periodicity, but the rate of pro¬ 
duction is relatively fixed for a considerable time, which 
amounts to much the same thing. Consequently, with ref¬ 
erence to a limited time, a year in the case of a farm crop 
and other periods for other commodities, the supply is a 
given physical magnitude. The demand is of the same 
character as in the momentary view, an inverse relation 
between the price and the amount that can be sold. Gon- 
sec^uently, if the demand for that period is brought into 
effective contact with the supply for that period, a price 
will be set which makes the amount demnyided equal to 
the supply. This we may call the law oC short-run price, 
or normal market price. It is the function of the specu¬ 
lative market to bring the demand and supply for the pe¬ 
riod together, as units, as will be more fully explained 
presently. 

THE THEORY OF SHORT-RUN SUPPLY. When a producer has 
produced a good for sale he usually has to sell it, and will 
sell it for the most he can get. It is necessary repeatedly 
to emphasize the negative fact, that the price at a mo¬ 
ment or in the short-run does not depend on what it has cost 
to produce the goods, and only to a very limited extent 
on what it is expected to cost in the future to produce 
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similar goods. Cost alfccts price only as it affects supply, 
and at a moment or in the short run it affects supply 
litilc or not at all. The true theory of price, from the 
short-nin standpoint, is that in accord with the law of 
demand, price controls the amount demanded, and the 
(cnnpctitic>n of buyers and sellers sets a price at which the 
amount demanded will be ecjual to the supply, meaning 
the amount there is to be sc^Id within the period before 
a new supply ccjrnes on the market. If the producer has 
any effect on the price in the short-run it is only by hold¬ 
ing the goods cjff the market fcjr his cjwn use; that is, he 
affects price cjiily as a consumer, and not as a producer, 
and the consumption of a commodity by the producers of 
it is usually insignificant in comparison with the total 
consumption. Moreover, the cc:)nsumption by producers is 
likely to follow a law the opposite of that which describes 
other consuinj)tion. If the price of wheat is high, the 
wheat producers, being prosperous in consequence of the 
high price, are likely to use more wheat than they would 
if it were cheap, instead of less. The essential thing is that 
under competitive conditions neither producer nor con¬ 
sumer has anything to say about price. All that any indi¬ 
vidual can do is to buy or not buy, sell or not sell, or buy 
or sell larger or smaller amounts of the commodity, ac¬ 
cording to the price. The price is set by impersonal 
forces. If any individual has any real power over the price 
it is a sure indication that he has to that extent a mo¬ 
nopoly. 

TIIK Tlll.ORY OF SHORT-RUN DFMAND. UTILITY, DIMINISHING 

u riLi i Y, MARGINAL u i iLi IY. All eiioniious aiiiount of dis¬ 
cussion has been devoted in economic literature to ex¬ 
plaining the law of demand, to showing xuJiy people gen¬ 
erally buy less of a commodity if the price is high than 
if it is low. It is pointed out as a principle of psychology 
that wants arc .satiable, that there is less satisfaction de¬ 
rived from eating the second apple than from eating the 
first, that in general the more of any commodity a person 
consunu's or acquires, the less he cares about getting ad¬ 
ditional units or keeping any one unit he already has, 
and that consequently the more he has, the less money he 
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will pay for another unit, or take for one of those he al¬ 
ready has. In connection with the law of uniform price 
in a market, this does in some sense ‘"explain” the law of 
demand. The price must be the same for all units and 
the more units there are to be sold, in a given market in a 
given time, the lower must be the price in order to dis¬ 
pose of them all. This principle, that the importance of 
any unit decreases with an increase in the number of 
units is called the law of diminishing utility, and the 
utility of the last unit of a supply which determines the 
price at which all the units have to be sold, is called the 
marginal utility of the supply. The principle of utility ex- 
[)lains why coal, which is so much more useful in the ab¬ 
stract than gold, sells at a price so much lower, and why 
such things as air and water, which are essential to life, 
commonly command no price at all. There are so many 
units available that any one unit is easily replaced and 
no one unit can secure a high price in the one case, or any 
price in the other. The principle is further explained by 
the scale of decreasingly important uses for which many 
commodities are employed if the supply increases. It is 
also to be remembered that if the price rises, many con¬ 
sumers will drop out of the market altogether, either those 
who care less than others for the commodity, or those who 
have less money to spend. 

The theory of utility may be helpful in understanding 
the demand law, but is liable to misinterpretation. In par¬ 
ticular, it must not be inferred that the price of a com¬ 
modity will “measure” its marginal utility to consumers 
generally. This is not true because of differences in pur¬ 
chasing power. A loaf of bread may give an intense satis¬ 
faction to a hungry poor man, because he has not money 
enough to satisfy his wants more completely, while it is 
consumed unconsciously or despised by the man with a 
larger income. What is measured by price is the relative 
utility of a commodity in comparison with other things 
the purchaser might buy with his money. 

the elements which make up consumers" demand. It is 
apparent from the facts just pointed out that the demand 
of any person for any commodity is a product of two fac- 
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tors, his desire to consume that commodity and his pur¬ 
chasing j)o\ver, the amount of money he has to spend. 
These together determine the amount he will purchase 
at any price. lUit the intensity of his desire for any par¬ 
ticular (omniodity is again a comparative matter. Espe¬ 
cially, it depends on the prices at which other commodities 
are available, and this in two opposite ways, hirst, if simi¬ 
lar gocKls, forming ready substitutes lor wheat, for ex¬ 
ample, are available at low prices, the consumer will care 
less about having wheat, his demand for wheat will be 
lower as slanvii by the amount he will take at any given 
price, 'riiis is called the principle of substitution in con- 
sunijjtion. ()n the other hand, if things used in connec¬ 
tion with wheat are available at low prices, the demand 
for wheat will be increased. If live-stock are cheap, a man 
may buy wheat U) increase his consumption of meat or to 
keej) a saddle horse, when he would not think of buying 
it lor personal use at any price and would not buy at the 
pi ic e he does pay if the other things were dear. This is 
the priticiple of joint dennind. The consumer’s problem 
is to get the greaiest possible amount of satisfaction out of 
the e xpenditure of his income. Obvicjusly, he will achieve 
this rc'sult by apportioning; his total expenditure among 
the connnodities available in such proportions that the 
utility purchased, by a dollar is the same in the case of ev¬ 
ery commodity. If a dollar buys grc‘ater utility in one field 
than another, ex[)enditure should be shifted from the 
seioiul he ld to the lirst. I he pi ices, it must be remem- 
berccl, are beyond his contred, and are not appreciably 
allec ted liy the ac tion of any one consumer in purchasing 
or not purchasing ain particular commcxlity. The words 
italic i/c‘d state a prim iple whicli may be called the equal¬ 
ization of the margin in consumption. 

Like all economic laws, this jirinciple is subject to 
reservations. It is not to be assumccl that consumers do 
appoiiion their expenditures in strict accc^rdance with 
the' principle of ecjual marginal utilities, or that they 
caielully strive* to do so, or that it would be wise for 
them to strive more carefully than they do. There is a 
point where the added satisfaction obtained ceases to be 
worth the elfort of deliberation. I'hcre is such a thing as 
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too much taking thought; an “irrational passion for dis¬ 
passionate rationality” may take much of the joy out of 
life. Yet the principle is valuable as stating a tendency, 
and helping to make economic behavior in the large 
more understandable. 

“elasticity”; an important property of demand. The 
general law of demand admits of few exceptions, the law 
namely that the higher the price the less can be sold.^ 
But this is much more true of some commodities than of 
others. With some, a small rise in price will cause a large 
decrease in sales, with others a much smaller decrease. 
The degree of responsiveness of consumption to price 
changes is called the “elasticity of demand”. In general, 
necessities and such conventional necessities as tobacco, 
have an inelastic demand in comparison with other 
goods. The larger the income, naturally, the bigger will 
be the proportion of consumption that is little affected 
by price changes. In order to have a standard for com¬ 
parison, a demand is said to be elastic if a one per cent 
change in price causes a change of more than one per 
cent in the sales, and inelastic if the change in sales is 
less, relatively, than the price change. When the relative 
change in sales is just equal to that in price, the com¬ 
modity has a demand of unitary elasticity, or the elas¬ 
ticity of its demand is one. This is not quite accurate. 
Strictly speaking, the elasticity is unity when a change in 
price causes a change in purchases which just offsets the 
price change, leaving the money value of the total vol¬ 
ume of sales unchanged. Putting the matter the other way 
around, demand is elastic when a given relative change 
in supply causes a smaller relative change in price, and 
conversely for inelastic demand. 

The question of elasticity of demand is very impor¬ 
tant in connection with monopoly, and with the prob- 
^ Throughoiu this discussion of price, a change in price means 
a change in comparison with other goods. A change in general 
prices is a change in the purchasing power of money. The ef¬ 
fects of such a change constitute a very special sort of problem, 
which is reserved for separate treatment and cannot be fully 
discussed in an introductory book on economics. 
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Icm of taxation. If the demand is elastic, a monopolist 
cannot raise his price very greatly without losing more 
through reduction of his sales than he gains by the higher 
price. And if the demand is elastic, a tax on the com¬ 
modity will he relatively unproductive, because of the 
shrinkage in its production and use. It is also a vital factor 
in agricultural proljlerns. The demand for agricultural 
products is typically inelastic, and the output subject to 
uncontrollable fluctuations due to the changes of the 
weather. In consecjuence, a large crop causes prices ruin¬ 
ously low to producers, while a short crop burdens the 
consumer with prices excessively high. If there is some 
tendency for such a situaticjn to “even up in the long 
run”, this by no means remedies the evil. Such fluctua¬ 
tions make intelligent planning in an industry unduly 
difficult and arc themselves hard to provide against. Un¬ 
fortunately, the great bulk of the human race is not in a 
position to wait for things to even up over a period of 
years; they do not live in the Icjng run, but by stretching 
their resources almost from day to day. 

mi: sociiAi. I iiNcn ioN of price in the shc:)rt run, distri¬ 
bution CJF AN EXISTING SUPPLY IN TIME AND SPACE. It WaS 
pointed out in an earlier chapter, in enumerating the 
func tions or tasks cjf organization, that the general func¬ 
tion of co-ordinating production and consumption coin- 
mcmly takes on c:)pposite aspects in tlie sliort-run and the 
lc:)ng-riin views. In the long run, it is obviously a cpicstion 
of making production conform to consumption stand¬ 
ards. But due to the time which is usually required for 
changing production, the short-run problem is that of 
distributing the existing supply, or that forthcoming dur¬ 
ing the interval of adjustment, over the time for which 
it has to sudice and among all individuals and groups in 
the market. In the system of free enterprise or “price sys¬ 
tem” it is price which has to perform both these func¬ 
tions. riie way in which price acts to control production 
will be explained presently. It is obvious without ex¬ 
tended explanation that the price, the costliness of goods 
to consumers, prevents their wasting goods available in 
stocks, such as wheat after harvest, and bringing on desti- 
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tution or scarcity later. It also operates to keep any par¬ 
ticular consumer or group of consumers from using the 
supply to excess and depriving others of their share. 

The manner in which price performs this twofold dis¬ 
tribution is not indeed the ideal way, especially as regards 
the second part of it or the distribution among consum¬ 
ers. In regard to the first part, the distribution of con¬ 
sumption over the interval, there is little to be said by 
way of objection. The tendency of competition is to 
maintain a uniform price throughout the period, with al¬ 
lowance for the cost of storing the unused supply, as will 
be explained further in the next section. If the income of 
the consumers is uniform over the period—and there is 
no reason to believe that it will be otherwise except for 
chance variations—this should lead to the “correct*' dis¬ 
tribution of the consumption. With respect to distribu¬ 
tion among consumers, however, a different verdict has 
to be rendered. Competition likewise sets a uniform price 
for all purchasers, which means that a limited supply of 
a commodity will be divided among them in proportion 
to their pecuniary demand, as already defined, the re¬ 
sultant of desire and the purchasing power. But with the 
inequality in the distribution of purchasing power, i.e., 
money income, which we find in modern society, the 
burden of any considerable scarcity of an important com¬ 
modity falls so excessively upon the poor that the results 
of unregulated competition become indefensible. When 
an abnormal scarcity occurs, the government is forced to 
intervene and establish some limitations on the consump¬ 
tion of the well-to-do, as was done in the case of sugar 
and fats during the World War. Moreover, the ordinary 
normal situation is only less acute, and we know that the 
public authority and private charity are constantly acting 
to secure to no small fraction of the population a mini¬ 
mum supply of the essentials of life which they arc un¬ 
able to procure for themselves. 

the theory of speculation: the relation between mo¬ 
mentary AND short-time PRICE. It was stated in the 
previous section that the tendency of free competition is 
to maintain a uniform price during a period which must 
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be covered by a limited supply, with allowance for costs 
of storage. 1 his is the function of the much-abused insti¬ 
tution of speculation-abused partly because it is misun¬ 
derstood and partly because, like other economic institu¬ 
tions and processes, it does not always work in accord 
with its general theory. The social desirability of the re¬ 
sult, i.e., of a uniform price modified only by storage 
costs, has been commented upon. It can be briefly shown 
that free speculation does tend to bring about this result. 
A little consideration of the case of wheat will make this 
clear. If the price of wheat right after harvest is below 
the point at which the existing supply will cause it to re¬ 
main constant until the next harvest, that is, if it is be¬ 
low the theoretical short-time or normal market price, 
then wheat will tend to be consumed at a more rapid rate 
than it would be if the price were at the correct point. This 
must result in a comparative shortage later in the season, 
which must raise the price correspondingly above the cor- 
re( t level. In this situation, anyone who can discern the 
lads can obviously make money for himself by buying 
wheat and holding it for the rise. Conversely, if at any 
time the price is above tire point at which demand and 
supply will keep it constant, money can be made by “sell¬ 
ing short”, that is, by contracting to deliver wheat in the 
future at the ruling price, for when the price goes down, 
as it must, the seller can buy the wheat to fulfill his con- 
trad for less than he received for it. 

This possibility of making money out of price changes 
sets men to work to piodiie the most accurate informa¬ 
tion obtainable in regaitl to the existing conditions of 
ilemaiul and of supply and to make the most accurate pos¬ 
sible forecast of future prices. Ibit whenever a speculator 
buys wheat lor a rise he lends to raise the price at the 
tinu' lu' buys arul will lower it at some future time, when¬ 
ever he thinks it advantageous to sell, thus reducing the 
range of the price change of which he seeks to take ad¬ 
vantage. And (onversely. if speculators are offering to 
(oniiad wheat for future delivery at a price below the 
(umiit price, this tends tc:) stimulate the actual owners 
of wheat, the })ic)duc ers, to sell, and to make the consum¬ 
ers hold off from purchasing, which actions must bring 
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down the current price. Thus speculation operates to set 
the price at any time at exactly the point at which the 
purchases of consumers will make the supply just last out 
the season. Of course the speculator, or anyone who holds 
wheat from one part of the period to another, expects to 
recoup the storage costs, which therefore tend to modify 
purchases and sales enough to make the price go up dur¬ 
ing the season by just enough to cover them. 

Most of the popular abuse of speculators is due lo fail¬ 
ure to understand the function they periorm, and espe¬ 
cially the failure to see that they can only make money 
by doing what is to the interest of producers and con¬ 
sumers alike to have them do. Moreover, if all speculators 
judge correctly, no money will be made in speculation, 
except payment at fair rates for the trouble involved in 
performing the service. And finally, it is a fact demon¬ 
strable l)y statistical investigation that speculators as a 
class do not make more than that. The notion that they 
fix prices arbitrarily is false: an individual trader nor¬ 
mally has very little more influence on the price than an 
individual producer or consumer. False also is the im¬ 
pression that prices are usually low after haivest and go 
up later, giving the middleman a huge profit. The fact is 
that on the average prices of gi ain crojxs dealt in on s|)ec- 
ulative markets do not go up during the season enough 
to pay the cost of holding them over, and speculative 
middlemen as a group lose rather more than they gain. 
The reason for this is, no doubt, that the “game*' they 
play is much like gambling and has a similar psychology, 
which leads them to overreach themselves somewhat. It is 
not easy to see how organi/ed speculation could be pre¬ 
vented, and if it were, the result would be that producers 
and consumers would have to make their own estimates, 
and buy and sell accordingly, which would be far more 
costly and lead to much more inaccurate results. The real 
evils of speculation arc due to “manipulation” through 
misrepresentation of facts by fraudident reports and the 
like, and to the operations of ignorant persons whose 
mere gambling on the market often produces serious 
effects. 
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DEMAND AND SUPPLY IN THE LONG RUN. LONG-TIME NORMAL 
PRICE. In the short run, supply is fixed, and consump¬ 
tion must be controlled with reference to it. In the long 
run, supply is under control of the price forces, and 
adapts itself to the conditions of demand. To be sure, 
perfect adaptation of supply to demand conditions would 
eliminate the practical difference between the two points 
of view; but demand may change quickly and supply 
slowly; or siij)ply, in many lines, such as agriculture, may 
vary from causes beyond control, and in other lines as a 
result of miscalculation, so that in fact the two modes of 
adjustment are usually going on at the same time. Specu¬ 
lators arc striving for purely selfish reasons to act in a way 
which will in fact set a price which will control consump¬ 
tion at the socially desirable rate with reference to the 
existing supply. At the same time, producers strive to act 
(for [)urely selfish reasons) in a way which will in fact 
yield such supplies of goods that prices will tend to be 
uniform from one season or production period to an¬ 
other as well as unifoiin throughout a given production 
period, and that consumj)ti()n will be set at a level de¬ 
termined by the economical use of existing productive 
resources and not merely at a level determined by the 
economical use of existing siqiplies of goods. This is the 
signilicaiHC of the long-run price adjustment. The pre¬ 
cise meaning of the “economical" use of productive re¬ 
sources will be discussed later; as in the case of the dis¬ 
tribution of an existing supply through competitive 
buying and selling, it is ncjt nec:essarily an ideal arrange¬ 
ment in a social or ethical sense. 

DIM AND IN THE LONC; RUN IS CONSUMERS’ DEMAND. A RATE 

oE c:oNsi’Mrric^N di i’endent upon price. The Icmg-run 
meaning of demand is not greatly different from the 
short-run meaning. It is consumers’ demand, the resultant 
of desire and purchasing power, the former relative to 
tlie desire for other commodities which may compete 
with or complement the one in cpiestion. The only dif- 
leieiue is that long-run demand is defined as a rate of 
j)urchasing at dillerent prices, so many units per day or 
week or year, right along at one price, and so many at 
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another, instead of a certain absolute number within a 
fixed period. The “law'*, too, is the same as before, and 
for the same reason—the principle of diminishing utility; 
the higher the price of any good, the less of it will be sold 
in the year or other unit of time. 

SUPPLY IN THE LONG RUN: RATE OF PRODUCTION DEPENDENT 
UPON PRICE. THE LAW OF LONG-TIME NORMAL PRICE. In 

the long run, the amount of any commodity whicli will 
be put on the market bears some determinate relation to 
the price which can be obtained for it. This hardly calls 
for proof. A complete explanation of the relation between 
the price and the amount which will be produced, will 
indeed require some time, but the fact that there is a 
connection is all that is required here. It is not necessary 
to assume that the connection is always a direct one, that 
the higher the price, the more of the good will be pro¬ 
duced, though this is no doubt the general case. Except 
for the special definition of demand and supply, the argu¬ 
ment is the same as in the previous views of price. Price 
controls amount demanded and amount supplied, and 
the price which competition tends to set is that which 
will make these two amounts equal. It is to be remem¬ 
bered always that long-run normal price is hypothetical, 
a theoretical tendency, not an actuality. Price is always 
fixed by momentary speculative demand and supply, but 
tends always to move consumption and production, and 
to be moved by demand and production into a position 
and a relation where consumption, production and price 
will be stable, or in “equilibrium" (the “demand" proper 
and the fundamental conditions of production being 
given and unchanged). 

THEORY' OF LONG-RUN SUPPLY UNDER COMPETITIVE CONDI¬ 
TIONS. PRICE AND COST. Supply must be discussed sep¬ 
arately for competition and monopoly, though it will be 
shown that there is not the sharp distinction between the 
two that is commonly assumed. Only farm products and 
a few standard, staple things are produced and sold un¬ 
der the condition of approximately perfect competition. 
1 he test of effective competition is that the producer has 
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nothing to say about price, except to produce or not pro¬ 
duce, or produce more or less of the good at the price set 
by the market, which anyone must be free to do. If there 
is any artificial barrier to prevent anyone producing and 
selling the good who chooses to do so, the fact is proof 
that monopoly exists; likewise if any producer is in a po¬ 
sition to liave a “price policy*' the fact proves that he pos¬ 
sesses monopoly power. Manifestly a wheat producer 
cannot discuss price. He takes the market price, or, if he 
insists on a fraction of a cent more, he does not sell his 
wheat. I'he j)roducer of a manufactured article nearly 
always has more or less monopoly power, since no other 
producer is producing exactly the same commodity. 

"riie pioducer, whether an individual owner of a small 
business or the manager of a large corporation, is out to 
mak(‘ moiK'y. His fumtion is to hire prcxluctive services 
(“land, lal)()r and (apital”) in the market in competition 
with other |>roducers, use them to make a product and 
sell the product in the market in com|)etition with other 
prodiKcrs. VV'e (an speak as if a single enterprise carried 
on the entire process of producing any commodity, from 
ultimate resources to the good or service ready for con¬ 
sumption. Division of the jjrocess into stages performed 
by clillc'ient enterprise's, some of whic h buy or sell or both 
bu) and sc‘11 intermc'cliatc* goods or partial products does 
not allc'ct the princij)les involved, and neither docs the 
< haiac ter of the markeding organi/ation at either end of 
the productive jirocess. The moiu-y which the ])roclucer 
pays out lor productive powc-r (“rent, wages and inter¬ 
est”) constitutes his cost of production, and the money 
he receives lor his pioduct is bis gross income. Anything 
that he makes as income for himself is the difference be¬ 
tween the two amounts, or what is loosely called “profit”. 
In conformity with the nature of economic laws as state¬ 
ments of tendency, based on the assumption that men 
know what they are doing and act in accord with eco¬ 
nomic motives, the theory of normal price assumes that 
goods will be produced whenever they can be produced 
at a profit, and will not be produced when production 
iinolves a lc:)ss. I hat is. whenever an industry is profit¬ 
able, it will tend to expand and whenever it is unprofit- 
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able it will tend to shrink, until the “profit*' represents 
only payment at the going rates for whatever the pro¬ 
ducer himself puts into the enterprise in the way of per¬ 
sonal effort or use of property. This minimum amount 
of “profit*’ is treated in economic discussion as a part of 
the cost of production and separated from “pure profit”, 
which includes anything in excess of necessary profit 
and also any deficiency, any loss. 

The obvious conclusion of this reasoning is the fa¬ 
miliar principle that price tends to equal cost of produc¬ 
tion. It is commonly stated in the form that cost of pro¬ 
duction “determines” price, but this is not true without 
considerable qualification. In the first place, as already 
stated, cost of production has very little to do with price 
at any given time, after the goods have been produced or 
their production irrevocably determined upon. The rela¬ 
tion of cost to price is always that of setting a standard 
toward which price will tend in the future to conform, 
and of course it is expected future costs and not actual 
present or past costs which do even this. Second, the re¬ 
lation between cost and price is indirect; cost affects price 
only as it affects the supply—the amount produced and 
offered for sale—and is entirely independent of cost. Fi¬ 
nally, the relation between cost and price is one of mu¬ 
tual causality, as will presently be shown. 

THE VARIATION OF COST AS OUTPUT VARIES. What really 
fixes price is output, supjdy, in relation to demand, cost 
acting only indirectly by determining output, as ex¬ 
plained. Thus it becomes a fundamental question as to 
how cost is affected by changes in output. In some indus¬ 
tries, certainly, increasing output will not greatly affect 
the cost, per unit, of producing the commodity. Such an 
industry is said to be subject to “constant” cost. In others, 
certainly, increasing output will involve increasing cost 
per unit. This seems to be the “natural” case, since in¬ 
creased output involves increased demand for the pro¬ 
ductive services used in the industry, and this increase in 
demand will tend to raise their prices, and these prices 
are the costs of production. Such an industry is one of 
“increasing cost”, and “constant cost” industries are those 
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in which the increase in cost with increasing output is 
negligible because the industry as a whole does not ap¬ 
preciably affect the total demand for any productive re¬ 
source or raw material which it uses. In still other indus¬ 
tries, it is commonly held that an increase in output is 
coupled with a decrease in cost per unit. This is supposed 
to result from the more economical methods of produc¬ 
tion which are practicable when the scale of operations 
is larger. It seems probable, however, that these “econo¬ 
mies of large-scale production” are not only much exag¬ 
gerated in the popular mind, but that wdien they are 
j)iesent they tend to bring about a concentration of the 
industry in larger and larger units, ending in the estab¬ 
lishment c)f monopoly. At least, a considerable number 
of writers on economics, in addition to the writer of this 
book, are ske[)tical as to whether an industry is likely to 
show both a (ondition of dccKasing cost and a condition 
of stable (oinpetition. If the industry becomes a monop¬ 
oly, the I elation between cost and price follows a different 
law, as will be shown in a later settion. In any case, if 
(ost does deciease with iiuteasing output, a point must 
(ome at whidi price detreases more rapidly, so that the 
two (oine together. Otherwise the production would ex¬ 
pand indefinitely. 

t in riaiMAii mkamnc. of cost, thi dothff role of cost 
IN Ki (;ri.A I iNc; rRonccnoN. T’o the producer or entre- 
pieneur. (ost of production represents the paytnetits for 
piodiKtive power, or for materials whidi embt^dy pro- 
diu tive power and in paying for which he really pays for 
prodiK tive power jneviously expended u|)on them. To 
SOI iety, the (ost of jirodticing a certain sup|;lv of a com¬ 
modity must hav(‘ a different meaning, since in all pay- 
nu nts aiul tianslers what one gives up another gets, leav¬ 
ing society as a whole neither richer nor poorer than 
before, d'he meaning of cost t<^ society will be made clear 
if we consider the reasons why the producer must make 
his pavments and the causes which determine the amount 
he must jiay in any instance. 

Productive power has value to pioducers only for use 
in produc ing goods which can be sold for a price. The 
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price which any producer will pay—can be made to pay— 
depends on the price which he can obtain for the prod¬ 
ucts which result from the use of the productive power. 
The price he does pay—has to pay—is practically deter¬ 
mined by the competition of other producers bidding 
against him for the same productive power he buys. To 
the owner from whom productive power is bought, it 
may have value for other purposes than the production 
of goods to sell, and indeed commonly does. In the case 
of labor particularly, the worker would often—not al¬ 
ways—prefer to use his time and strength in other ways 
than producing salable goods, and would do so if it were 
not for the money inducement to do otherwise. The same 
may be true, and is more or less true, of the other pro¬ 
ductive factors. The owner of land could use it for play¬ 
grounds and ornamental effects of various sorts, and the 
owner of capital could find similar uses for his resources. 
In general, however, these considerations have little in¬ 
deed to do with fixing the amounts actually paid and re¬ 
ceived for the use of any of the productive agencies, even 
of labor. The statement holds that their remuneration is 
determined by their competitive value for productive 
use. Entrepreneurs compete against each other in pur¬ 
chasing them, and the one who is able to pay the most 
gets them in each case. If competition is effective there 
will be a number of entrepreneurs in approximately equal 
position as to ability to pay, and the successful bidder 
will have to go to his limit to get the service. 

Now the competition of producers in buying produc¬ 
tive power is of two sorts, or takes place in two fields, 
which it is important to keep separate and properly re¬ 
lated. Every producer has in bidding to meet (i) the com¬ 
petition of producers in other industries, making other 
products, and (2) the competition of other producers in 
the same industry, making the same product. Thus his 
ability to compete depends on two considerations, (1) 
the price obtainable for his product in comparison with 
other products involving the use of the same forms of pro¬ 
ductive power, and (2) the amount of product he is able 
to put on the market through the use of a given amount 
of productive power, in comparison with other producers 
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m the same industry, or in other words the efficiency of 
his organization. 

It will be dear that these two elements in the ability 
of any producer tf) outbid his rivals in securing produc¬ 
tive power are (oniiected with two socially vital consider¬ 
ations in connection with the economic system as a 
wlude. I'he first element, that the producer of the more 
valuable commodity can outbid the producer of the less 
valuable, piovi<lcs the mechanism by which the com- 
[K'titive foim of soc ial organization guides the apportion¬ 
ment of prodiKlive power among different uses. As pre¬ 
viously exjjfained, j>rice is competitive society's measure 
of the importaiue of different means of want-satisfaction. 
The (ompetiiion of entrepreneurs tends to attract produc¬ 
tive power into the field of making any commodity or 
seivicc as long as it is worth mou* for that use than any 
otlui', and to divert it to some other use at the point 
where the cither use becomes the more v.duable, in terms 
of the pri(e measure. 'I h(‘ second element in the competi¬ 
tive buying power of prodinei s enable s the more efficient 
producer of a particular piocluct to outbid the less ef¬ 
ficient, and constitutes the compel it i\c‘ system’s piovision 
for guaranteeing the most elfective possible use of re- 
soincc’s. I'hus the two elements toge ther pio\idc for the 
accomplishment of the* scaond of the piimaiy functions 
of organi/ation (the twofold func tion of allocation and 
co-oiclination). (iiven the j)rice nu'asurc* of the relative 
imj)c)rtance of dilferent uses of power, the* competition of 
j)rocliuc‘rs for productive powca tends to guide or forc:e 
productive power into the most iiuj^ortant use, and to 
force the einjiloymcait of the most c lficicait available pro 
ductive tec'hnic]ue—and inc identally, to encourage the de- 
vc'lopment of constantly more elTectivc' technic]ue as well. 
At the same time, the payments for ])rc)cluctive power 
tvhic h arc’ “costs” to piocluc ers ate “income” to those who 
receive them; they constitute the consumers’ ptirchasing 
power, and it is by means of them that the competitive 
system j)erforms the third great task of organization, 
namely distributiem. But the fact that pr(3ductive power 
exists in dilfe rent f(3i ins—not merely “land, labor and cap¬ 
ital” but innumerable kinds of each—which forms are 
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complementary in use, gives rise to a special problem in 
connection with the pricing of them individually and this 
problem must be postponed to another chapter. 

THE RELATION OF MUTUAL CAUSALITY BETWEEN COST AND 
PRICE. PRICE-DETERMINING AND PRICE-DETERMINED COSTS. 

The twofold competition which determines the cost to 
any producer of productive power for producing a prod¬ 
uct—the competition, that is, of other industries and of 
other producers in the same industry-gives rise to two 
different relations between price and cost. Some forms of 
productive power, such as unskilled labor and free cap¬ 
ital funds, are used in practically every industry, while 
other forms such as skilled labor and most types of ma¬ 
chinery, are practically specialized to the making of some 
one product. It is evident that in the pricing of the latter 
type, competition of other industries is inoperative, and 
the price of such productive services merely reflects the 
value of that particular product only. Payments for such 
specialized services, determined only by competition 
among producers making the same product, arc properly 
regarded as “price-determined'' costs. 

On the other hand, the price paid for an unspecialized 
productive service is to a negligible extent determined by 
the value of any one product; what it costs in any one in¬ 
dustry is mainly a reflection of what it is worth in other 
industries. In this case, where the payment which must 
be made is independent of the price of the product, it 
acts to determine that price, through allecting the 
amount jnoduced as already explained. Such costs are 
“price-determining". It should be understood that in 
reality it is the price of the competing products, acting 
through the prices of productive power, which regulates 
the supply and price of any one product. The prices of 
productive power are always derived from the prices of 
])roducts as a group; but with regard to any one product, 
the cost seems to determine the price. The effect of one 
product on the value of the productive power is negligi¬ 
ble in comparison with the mass of all other products for 
which it is used. 
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DIMINISHING UTILIIY AND DIMINISHING RETURNS. The Tolc 

of diminishing utility in connection with production will 
be apj)arent. The more of any commodity is produced, 
the smaller becomes the utility of any unit to the buying 
public, and in consequence, the lower becomes the price 
at which the commodity must be sold. Meanwhile, pro¬ 
duction of more of one commodity means the production 
()f less of others, and the utility, and price, of the others 
increases. In so far as price is a measure of utility, the 
tendency is to use the existing stock of social productive 
resources to create a maximum total of utility, in the 
same way that a consumer uses his income to buy a maxi¬ 
mum lotal of utility, in a market where various com- 
nKjdities arc offered at a given price. As was observed be¬ 
fore, price is by no means a correct measure of the real, 
social importance of goods. For, in the first place, the 
])referenccs of individuals, reflected in their price offers, 
do iKjt always represent what is “best” for the individuals 
themselves. And in the second place, the vast differences 
in the amounts of money which different buyers have to 
spend still less reliably indicate differences in the impor¬ 
tance to society of those individuals or others dependent 
upon them. Moreover, the purchase and consumption of 
commodities not infrequently affects, in many ways, for 
good and for ill, other persons than those who do the 
liuying and consuming. As with all other economic laws, 
it is ecjually necessary here to understand the principle, 
as representing a general tendency to direct productive 
power into channels of greatest social usefulness, and to 
understand the conditions which make for numerous and 
important exceptions to that tendency. Some of the rea¬ 
sons for the great ine({uality, and inecpiity in the inequal¬ 
ity, of the distribution of purchasing power, will be made 
clearer in the next chapter. 7 'he diminishing importance, 
or reuiunerativcness, of productive power, as more and 
more of it is used in the production of any single com¬ 
modity, resulting from the diminishing utility and price 
of the commodity produced, is o?ie phase of a principle 
called the laio of (ii 7 ?iinishiti(r returfis, another phase of 
which will be brought out in the discussion of distribu¬ 
tion. Diminishing returns, in the phase which is now be- 
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ing discussed, is evidently but another name for increas¬ 
ing cost: a decrease in the value produced by a unit of 
resources is coujded with an increase in the value of the 
resources used in producing a unit of product, the in¬ 
creased value of the resources reflecting the increased 
value of some competing product for which they might 
be used. 


THE RELATION BETWEEN SHORT-RUN PRICE AND LONG-RUN 
NORMAL PRICE. PRODUCTION AS WELL AS MARKETING IN¬ 
VOLVES SPECULATION. In Concluding this discussion of 
long-time normal price let us repeat that it represents the 
teyulency of the competitive adjustments taking place at 
any particular time. Normal price, with normal produc¬ 
tion and consumption (production and consumption be¬ 
ing equal, of course, in a long-run view) is the condition 
which xuoydd be brought about if the existing state of the 
technical arts and organization, and the existing demand, 
were to remain unchanged long enough, free from acci¬ 
dental disturbances, for production to be brought to its 
final adjustment in relation to demand. The force which 
tends to adjust production to demand is the profit-seeking 
motive of individual producers, and the chief interfering 
cause which prevents a perfect adjustment is error on the 
producers’ part. Producers cannot accurately know the 
conditions of demand in the present, and still less can 
they know the demand of the future time to which their 
present plans and activities relate. Under modern meth¬ 
ods, the process of producing goods extends over a /ong 
period of lime from the first preparations until the prod¬ 
uct is ready for the market. Furthermore, their activities 
are affected by causes more or less beyond the possibility 
of accurate prediction and control—notably in the case of 
agriculture. The situation is aggravated by the fact that 
one enterprise turns out but a small fraction of the total 
supply of its product, and that one producer does not 
know what others are planning to do, and they cannot act 
as a unit. All these considerations work to introduce a 
large element of risk into producers’ activities. 

The manager, like the speculator, is attempting to fore¬ 
cast the future, and as in the case of the speculator, those 
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who arc more successful in their forecasts, whether from 
shrewdness or luck, make money, and the others lose. 
And, again as in the case of speculation in the market, 
the man whose prediction is correct and who makes 
money hn himself, is the one wh(i is acting in harmony 
with the social interest in so far as that interest is re¬ 
flected by pecuniary demand. He makes money by produc¬ 
ing the goods most in demand at the time they come on 
the market. The motive upon which competitive society 
relies to attract productive power into the most desirable 
use is the higlier price-oficr on the part of producers in 
that field. The motive which leads producers to make 
the right price-offers is the desire to make a profit and 
avoid a loss. Business management involves two main 
tyf)f\s of activity, of which this matter of forecasting con¬ 
ditions is one and the selection (T methods is the other, 
and the forecasting of dt^mand is the more difficult and 
im|)ortant task. A little reflection will show a still fur¬ 
ther resemblance between management and speculation 
on a prodiu(‘ e\( hange. That is that money is made, not 
only by doing what so(iet\’s interest recpiircs to have 
(lone, ])ut at the expense of those who do otherwise. If 
all the producers weic to forecast correctly, there would 
be no jjrofits, and no losses! In that event the short-time 
price would always coincide* with the long-time price, 
just as the moinentary jirice wcjulcl always coincide with 
the* short-time' price* if speculators in the market bought 
and sold on the basis ol perlec tly correct estimates. In the 
“correc t” adinstinent, managers would just get fair wages 
lor tiu'ir eflorts, as in the “correct” adjustment traders on 
the c xc hange would do. 

NtONOPOLV AM) C C)MI’f TITION. A 1)1 :(;rkk OF MONOPOLY, 

wi rii COMrr i ri ION riiRoi cm si i>s i ri i ric)N, thk most cc')m- 
M 0 \ sm’AiioN. Some rcfeience has already been made, 
in the earlier part of this ( haj)ti*r. to the relation between 
monopolv and competition. It was j)ointed out that only 
stanclarcli/ed commodities like the leading grains, which 
aie marketed on an impersonal basis, exemplify com¬ 
pletely competitive conditions. C.oods in a form ready for 
consumption are typically marketed on a personal basis; 

pa 



Demand and Supply and Price 

the consumer knows whose product he is buying, and 
there is more or less distinction between the goods of one 
producer and the “same” commodity put out by another. 
In all such cases, the producer has more or less freedom 
in setting a price (whereas the wheat producer has none 
at all) and this is to say that he has more or less monop¬ 
oly. He has a monopoly of the name under which he sells 
his goods and of whatever differences really distinguish 
his product from that of others, including whatever the 
name may mean in the way of guarantee of quality, aux¬ 
iliary services in connection with the goods, etc. 

It should be apparent that the crux of the whole mat¬ 
ter, as between monopoly and competition, is the degree 
of distinction between the goods of one producer and 
those of other producers. In the case of wheat, there is 
no distinction, and no monopoly, or in other words 
competition only (though the term “perfect” competi¬ 
tion is used to signify more than the mere absence of 
monopoly). The seller of a branded good, practically 
identical physically with the goods of other makers, such 
as Portland cement or flour, has a small clement of mo¬ 
nopoly. If there is a real physical difference between the 
goods as in automobiles for example, the clement of mo- 
noj)oly is correspondingly greater. Thus it is clearly a 
matter of degree whether a particular business is classed 
as monopolistic or competitive. The Ford Company has 
a monopoly of Ford cars, but not of cars; the makers of 
“Ivory” soap have a monopoly of Ivory soap, but not of 
soap, and so on. Either certainly faces real competition 
from other cars and other soaps. No line can be drawn 
bctwTcn monopoly and competition. An automol^ile com¬ 
petes with other means of transportation as well as other 
cars, and a soap competes with other solvents and clean¬ 
sers as well as other soaps. 

Ultimately all commodities compete with each other 
for the consumer’s money. In fact, the relation is much 
closer than is generally recognized. Food products compete 
directly with automobiles in the same use, in so far as 
each is purchased to maintain social position or make a 
display, which none will deny is the fact in large meas¬ 
ure. There can hardly be such a thing as absolute mo- 
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nopoly, production freed entirely from competition. 
OuLside a certain undefined range of similarity, partly de¬ 
termined by the accident of names, competition is more 
cf)mmonIy called substitution; and perfect substitution, 
or interchangeability, is perfect competition. In this 
sense, competition is universal: every commodity has sub¬ 
stitutes, in some sense-unless it is water, in places where 
that is a commodity. Ily the srune reasoning, no com¬ 
modity (ex(e|Jt water) is really “necessaiy”. Much con¬ 
fusion results from thinking (jf lootl and clothing as nec¬ 
essary commodities; we hav(‘ to have lood and clothing, 
but we do not have to have any particular food or article 
of (lothing whi< h is a ( ommodity on tlte market. 

I I ASl tCM Y or I)I \f AND I HI II S I or monopoly power. It 
has already been staled that ability to fix price measures 
the degree of iiionojioly power. Anotlua way of saying the 
same thing is that elasticity of dtinand is the test and 
nu'asure. 'Mie demand for the* prodiu t of a single producer 
in a fully (ompetitiNc* industry, a single wheat farmer for 
instaiuc, is infinitelv elastic, d'he ksist diange in the price 
asked will (hange his jiossibilily of st'lling from zero to an 
indefinite amount. As the degree* of uniejueness e)f the 
proelue t ine lease s, or the faeility of substituting ce^mpet- 
ing proeluets eleereases, the e'laslieitv of deiiiand falls ejfl, 
aiiel with elee re‘ase‘d re‘sponsive‘ne*ss of sales tej price 
ehange, monopoly {)ower inerease*s. In (onformity with 
what ^vas just saiel about neeessaries, inelasticity of de- 
luaiiel is e hie*lly a matter of eonve niion anel habit. Substi¬ 
tution is possible, but it “isn’t elone”. .Another cause eif 
inelastic ity is eoinpleiiu ntai itv in use* with something 
mudi inoie costly than ilu* article itself. The consump¬ 
tion of phonograph nc’eclles or l*'orcl parts will be jnac- 
ticallv indc pc’iielc'nt of their price, within wide limits. 

nn NAl l'RI C)I .MONOPOLY. I III. lA Il S INAOLM-l). The 

word nionopolv comes from two (irt*ek words meaning 
“one” and “me'ichant”. i.e., only one selle*! of a com- 
moditv. W’hat is meant by a eonunoditN, or the basis for 
classifying the' products of two enterprises as elilTerent 
eommodiiies. is a matter of large uncertainty, as alreadv 
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pointed out. An enterprise is not thought oE as a mo¬ 
nopoly unless it is in a position to charge a price above 
that at which other persons could produce an equivalent 
commodity, and would do so if not prevented by some 
special barrier. The nature of the barrier deiennines the 
kind of monopoly in the customary classification. The 
liarricr, in the case of the old monopolies, in connection 
with which the word was first used, was the law. Rulers 
granted monopolies as gifts to favorites, or sold them to 
raise revenue. Tliis kind of monopol) is represented to¬ 
day I)y the patent right given an inventor, copyright on 
books, etc., though these are established as a matter of so¬ 
cial policy. It is called a “legal” monopoly. No exhaustive 
classification of monoj)olies will he attempted here. A le¬ 
gal mono[joly may be retained by the government itself 
to raise revenue when it is called a “fiscal monopoly”, or 
it may be retained to control the consumption of the 
commodity, or for other reasons, and given other names, 
d he term “natural monopoly” is in general use, but re¬ 
fers to a number of dillerent situations, dlhe most com¬ 
mon is that of industries such as gas and water works 
which require a fixed investment to serve a given maiket 
which it would involve enormous ^vaste to duplicate. An¬ 
other im|3oitant class is that sometimes called “capital¬ 
istic” monopolies, in which the barrier preventing com- 
]3etition is the threat of “unfair” conq^etition of some 
sort. 

The outstanding evil of monopoly is of course the bur¬ 
den under which it jdaces the consumer of paying a 
liigher price for the commodity than is necessary, and al¬ 
lowing the owner of the monopoly an unearned income - 
il it is unearned. A less conspicuous evil, but one which 
may be more serious, is the reduction in the use of the 
good, f or this and other reasons our patent system is a 
crude and wasteful way of rewarding inventors. When 
the price of any good is artificially raised, productive 
power is diverted from the production of that com¬ 
modity to the production of others having a lower utility 
as measured by price—in addition to the diversion of pro¬ 
duction from satisfyirrg other wants of (orrsumers to sat¬ 
isfying those of the owner of the mono[)oIy. 
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Mono|JoIists often try, with more or less success, to 
practice a policy which to some extent reduces this second 
evil, thc:)ugh that is not the reason they do it. This is the 
device cd class price, that is, charging dilTercnt consumers 
different prices, in accordance with their ability or will¬ 
ingness tcj pay rather than do without the gocjd. Another 
method is to rent the mcjnc^polizcd good and charge in 
pr(jj)ortion to the amount it is used instead c^f selling it 
outright, 'rhis can be dcjne by selling supj^lies for it at a 
monopoly jjiice. lioth these devices, as noted, really re¬ 
duce the harm done by the monopoly, but they arouse 
more violent resentment than the direct method of ex¬ 
ploitation, and have in some cases bc‘en outlawed in the 
IJnilc'd States. I he outstanding example of class price is 
the practice on the |)art of the railroads of charging for 
11;nisp(nting freight “what the traflic will bear", in ac- 
(oichmte with a complicated classification. 

mi; ini c)R\ or monopoi.v i‘Kic;i:. km i:c:is or iaxation. 
Under conditions of competition the ]>roduction of a 
commodity icmds to be carried to the point where the 
pi ice is c'Cjual to the cost of j)roduc tion, inc luding pay¬ 
ment for the |)roducei’s own sc*ivices as well as those 
which he hires from other persons. W hen an industry is 
|)rofitabU*, it tends to c'xpand until it is no longer so. The 
prodnceis in it as a group, lose- money of course, by the 
c'Xjiansion; but they do not act as a group, if they c:c3m- 
petc‘, but as individnals; and anv indi\ iclnal gains by in¬ 
creasing [)ioclnclion, foi his addition to output makes no 
apj)iec iable difleience in thi“ piicc* and if he does not in¬ 
crease* output soinc'one* e lse will. 

W'ith Monopoly, all this is clillerent. The moncjipolist 
does act as a unit. And it can be shown In mathematical 
reasoning of a faiily simj)lc‘ eharaclc r that it is always 
profitable* to a mon<»j)olisi to stop j)roeln( tion moie or less 
short of the point of eliminating profit, d'his is true when 
his demand is most elastie. and more tine the less clastic 
the demand, d'he prc’cise point at which proelnction will 
be stopj)ed depends on the* nature* of the variaticjn of cost 
and selling price when total output \aries, but the princi¬ 
ple is always the same, d he less the monopolist produces, 
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the higher the price per unit he can secure. There is al¬ 
ways a point at which the loss in number of units sold 
offsets gain from increased price, leaving a maximum to¬ 
tal net profit. The monopolist strives to find that point 
and produce that amount. Under monopoly as under 
competition, the price depends upon the amount pro¬ 
duced and marketed, and the only way in which the mo¬ 
nopolist can control price is by limiting the supply. 

A tax on a monopoly may or may not cause the monop¬ 
olist still further to restrict output and raise price and in 
this sense pass a part of the tax on to the consumer, or in 
technical language “shift** it. It depends on the manner 
in which the tax is levied. If it is a lump sum on the busi¬ 
ness as a unit, such as a license fee, it obviously will not 
affect the size of supply which it is most profitable to pro¬ 
duce, or the price, and such a tax will be l)orne by the 
producer. The same is true of a tax levied as a percentage 
of the monopoly profit itself. A tax of a fixed amount on 
each unit of output, however, will cause the maximum 
profit point to correspond to a smaller supjdy and highei 
price than if the tax had not been levied. Such a tax will 
cause an additional burden to the consumer. There is no 
definite relation, however, between the increase in the 
amount paid by consumers as a group for the good and 
the amount of the tax, and the monopolist himself may 
also be affected in different ways under different condi¬ 
tions of demand and of cost. Normally, he will incur a 
loss from the reduced consumption of his product as well 
as from having finally to bear a larger or smaller part of 
the tax. 
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Dislribution: The Pricing ol 
Procluctive Services 
Individually 


Oiii disc nssion ol llu' lon|g-run pric e ol ^ootls and services 
used (liit'dlv in the satislaction of wants has shown that 
the tendency is for such pi ices to efjiial the “costs of pro- 
diulion”. It is also (‘inpliasi/ed that the costs of produc¬ 
tion are the paynxaits loi‘ producti\e power, and tliat 
tliese payinenis, wliic h aie ( ffsis from thc‘ |)rc)dncei’s point 
of view are iiicofnt’ to those- who rcacdve them and in fact 
constitute' (he princ i|)al mc'dinm hv whicli tli(‘ |)roduct of 
indnsiry is distrihnted among individuals and families. 
The only otlu'i legitimate inconte in a competitive so 
cic'tv is that of the prodncc'ts themselves, or profft (in¬ 
cluding the gains of |)rolc'ssional spec nlatois); the rela¬ 
tion of piolit to income' ic'cc'ivc'cl as the ptice of produc- 
livc |)owe'r sold in the market will he' take'ii np after an 
c'\|)lanation has heeii given ol the lotces whicli determine 
these’ pi ices. 

nil ruoui iM or nisiKiui riox, )c)im niMANn; 1111: appor- 
riowiiM or PRonre a vvii r amonc; nirri Ri Nr PAcrroRS 
c:c) on RA1 iNe; in i;ri Arixe; n. To sav that price tends to 
he' e'c|nal to cost of ptodne tion is to sav that the money 
value’ ol pioclnc live’ powe r te’iids to he' ecpial to the money 
value' ol its prodne t. That fac t is the* starring point of the 
theorv of disti ihntion. It goes without saying tliat the 
groiind on whieh persons receive legitimate inc'ome in 
c'conomic socie iv tlie linnisiiing of produc tive power to 
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industry, or by gift from some person who does receive it 
from that source. The total income of society is appor¬ 
tioned in some way among the persons who furnish the 
total productive power, including managers and owners 
of enterprises, and the total income of any establishment 
or enterprise is also apportioned in some way among those 
who furnish productive power to that enterprise, includ¬ 
ing the owners and managers. The problem which re¬ 
mains is that of explaining the mechanism and the proc¬ 
ess of this apportionment. 

It will be evident that the problem of distribution arises 
altogether out of the fact that different kinds of produc¬ 
tive agencies or productive power work together in the 
creation of any single product--and practically out of the 
further fact that these different kinds of productive agen¬ 
cies belong to and are furnished by different j^ersons. If 
only one kind of productive power were used in creating 
any one product, there would be no place for a theory of 
distribution, beyond the theory of normal |)ricc already 
given. The appoi tionment or allocation of any kind of 
productive power among its different uses and among 
different users in each industry, and the tendency of com¬ 
petition to make the value of the productive power equal 
to the value of the product in the most productive and 
most economical use would l)e all there would be to say 
about the pricitig of productive })ower. Even the much 
discussed question as to which “caused” the other, price 
of [product or price of productive power, would be under 
these conditions a rather obviously otiose one. The prices 
of all the products for which any kind of productive 
power was used and the price of that kind of productive 
power would be in a system of mutual causation, like the 
level of the water in a set of intercommunicating tanks. 
The level of the water in any one tank might be said to 
be “caused” by the level in all the others; the level in any 
one tank would correspond with the })rice of one prod¬ 
uct, and the common level in all of them wcjuld corre¬ 
spond with the price cjf the productive service. If any 
kind of {productive agency were only usable in the cre¬ 
ation of some one {product, and not distributed among a 
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mirriljcr, its price would be “caused” by the price of that 
j)n)(Iii( t only. 

In the real world, the facts are different from this sim¬ 
ple imaginary situation. It is most exceptionally if ever 
that any one kind of productive agency working alone 
(an prodiue anything. “Land, labor and capital”, and 
many kinds of some of them at least, must work together 
to (leate a piodiut. d'hat is, (jne kind of productive 
agemy alone is lujt a productive agency at all, and the 
amount oi produc t ol)tainal)le from any given amount of 
ptodiKtive |)owc'r in any particular form depends alto- 
(^ctftrr on the j)roporti(ms and the manner in which it is 
(omhined with produc tive pow(‘r in other forms. In tech¬ 
nical language, the demand for j^roductive power is a 
joint dcMnand lor various forms of productive power. It 
is this fac t whic h gives rise to a spec ial |)rc)l)lcm of distri- 
hution, ovet and ahovc! the prcjhlcin of the relation be- 
twec'ii j)ri(e and cost of production. We know from the 
theoi y of normal pt ice, and from obser vation of the plain 
facts of economic life, that the value of the pioduct will 
be ecjual to (he (otfihincd value of the productive serv¬ 
ices used in fnaking i(; but wc have* to have an explana- 
lion of the way in which that product value is divided 
among (he dillerent productive services, or the mecha¬ 
nism by whic h (luy aie S(’l)(n'(itrly valued, dlie knowledge 
th.'it if a bushel of wheat is worth two dollars the joint 
value* of the use* of ((‘itaiii c|uantities of land and various 
labor and (aj)ilal services used in pioducing a bushel of 
wheat will be worth about two dc^llars, tells us nothing 
about the tent of an (k re of land, the return of any kind 
of niachiue (or dollar invested in any kind of machinery) 
or the wages of a day's icork of any kind of labor. 

riii: ca Ni RAL I’RiNciri i rNui RiA inc; nisiRiiiri ion qr the 
“IMI’T IA l ion” OI SHARI S IN A PRODICT TO PRODiamVE 
Aca Ncn S INDIV 11)1 At I V . VARlABlin V or PROPORTIONS IN 
coMiuNiNc; PRonrc i iv i vea Ncar.s. diminisiiinc; physical 
R 1 l l RNs AND nil M ARCaNAL CON IRllU 1 ION OP FACII SERV- 
i( a. It has seemed to many students of the j)roblem that 
its solution is a manifest impossibility. It would be merely 
absurd, it is said, to pretend that a batch of biscuit can 
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be divided up into shares, so many produced by the cook, 
so many by the stove, etc., and just as absurd to say that 
of the yield of a wheat field so many bushels can be at¬ 
tributed to the land and so many to each of the other co¬ 
operating agencies of production. Looking at a single 
small organization, this may well seem to be the case. 
But the competitive system does make a division, of the 
product or of the money received for it, and it would 
seem to be the province of the economist to explain how 
it is done. A little reflection upon the well-known facts of 
productive relations will make the principle clear, and 
even simple. 

It is true that the field alone would produce little if 
any wheat, and that the othei agencies such as seed and 
labor could certainly produce none at all without tliL aid 
of some land. But it is also a matter of familiar knowl¬ 
edge that the proportions in which tlie other agencies are 
applied to the land are variable within rather wide limits, 
and that varying any one of them will affect tlie amount 
of the product. That is, although no wheat may be pro¬ 
ducible by any one agency or “factor", it is certain that 
more wlieat can be produced by using inore of one factor 
without using more of the others. That is, an additional 
acre of land alone or additional application or “dose" of 
labor or capital alone may, and ordinarily will, make an 
addilioji to the output. Furthermore, reasoning which is 
mathematical in character and is beyond the scope of a 
brief introductory treatment will show that if we take a 
large held with large amounts of labor and capital and 
consider the effect on the output of adding a small unit 
of land or labor or capital individually, we shall find that 
these additions to product do furnish a basis for distri¬ 
buting the whole product of the large organization 
among all the co-operating factors. That is, if we should 
ascertain the number of bushels of wheat added to the 
total output by a small addition of land to the large or¬ 
ganization and multiply that addition to product by the 
number of such small units of land in the total organiza¬ 
tion, and do the same for the labor and capital, and add 
these products, we should in fact, under conditions sim¬ 
ilar to those which obtain in the actual conduct of in- 
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(lustry, gcL a siuii just c(jual to the total output of the 
organi/ation. Hence it is very niudi more than a figure 
of sjK et h to say tliat the land protiuces a certain share of 
the pi 0(1 IK t, and similarly for each one of tlic other fac¬ 
tors. Jf eac h unit of ea( h factor is given a share in the 
output exactly ((jiial to what any one unit of that factor 
adds to the t(jtal yield of all the factors working tcjgether, 
theie will be just enough product to pay them all cjff on 
this basis. 

l urtheinHJie and this is the important fact—the above 
leasoning is a true jji( ture of the kind of calculation on 
the basis of whi( h a business man does buy and use pro¬ 
duct iv(* lactois, in so far as he ads inte lligently, in accord 
with s(icntih( fads and (“(onomic motives, for surely it 
is (!( ar that he does buy the pioductive factors individu¬ 
ally and unit by unit, and that tlu' decision whether or 
not lo buy any j)articular unit ol any particular factor de¬ 
pends piecisc ly on the addition which that one unit will 
make' to total outjiut in relation to the* addition it makes 
to total cost. I his conception of the addition to the total 
output of an oigani/alion due to a small “incremcait” cjf 
a patticular pioduc tive factor is the lounclation of all dis- 
fiibution theory, bc'cause it is the foundation of the busi¬ 
ness man’s j)oli( y in buying j)roduc live power and hence 
ol the* clisii ibution jirocc'ss itself. It is gene rally called the 
“specilic produc t” or “maiginal produc t” of a productive 
sea vie c‘. 

DIM AM), SI I'l’l ^ AM) I’RICl- ()!■ A I’KODl ( I IM Sl KVICK. 'rilC 

argument jnst given shows how the demand for thc.‘ use 
of one factor can be sc'paratc'd from the dc iuaiul for fac- 
tois jointly, ho\v the \alue of one can be compared with 
tlu- value ol others. The rc’lation betwc'cai clcinand, su]j- 
ply and price* is of the' same pattern as in the case of any 
consumption good; particularly in that the relation be¬ 
tween amount demaiulc'cl and j)rice is for any single pur- 
< h.isi r the iinc ise of ^vhat it is for the market as a whcjle. 
Tor an\ single purchaser, the price determines the 
amount taken; in the markc'l as a whole, there is a cer¬ 
tain sup[)ly to be sold, and the com]K‘tition cjf buyers and 

/ oo 



Distribution 

sellers sets a price that will clear the market, and neither 
more nor less. 

This reasoning requires elaboration at one or two 
points in order to make it a satisfactory explanation of 
the pricing of productive services. In the first place, in 
view of the fact that demand is joint with the possibility 
of substitution, the demand for any j)rodurtive service is 
strictly related to the demand for others. The purchaser 
of productive services is the producer in industry. His 
problem is two fold: first, how much to buy of all pro¬ 
ductive services together; that is, how much of his par¬ 
ticular commodity to produce; tl.e second, how to ap¬ 
portion his expenditure among the dilTerent types of 
])roductive service, how much land, how much labor, how 
much capital and how much of various kinds of eai h, to 
use. 7 'hc answers of producers to these two (juestions fix 
the two fold apportionment of productive power referred 
to in our chapter on price, namely, the aj)portionment 
among commodities and the apportionment among en¬ 
terprises in each industry. It will be simpler to consider 
first tile problem of projHirtioning the factors, which is 
the more fundamenial of the two. 

From this point of view, the principle of the relation 
between demand, supply and price may be briefly stated. 
The proportions in which any entrepreneur will use the 
various factors depends iqoon their relative prices. The 
higher the price of labor, for instance, the less labor will 
be used and the more will capital or land lie substituted 
for it. It is to be kept in mind that only the relative price 
of the different services is in question; it is taken for 
granted that all of them together will get the whole [irod- 
uct, or in any particular case its total value; the amount 
of it that is to go to each factor separately is alone to be 
determined. For any single entrepreneur, the proportions 
of the factors depend on their relative prices, and the 
amount of all of them that he will buy depends on the 
cost of the most economical combination of factors in re¬ 
lation to the price of his product. But in society as a 
whole there is just a certain amount of each factor to be 
em])loyed, or we shall assume for the moment that this 
is true. Under these conditions competition among biiy- 
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crs and sellers will set such prices that the existing sup¬ 
plies of all the services will be sold, that is, that they will 
i)e comi)ined in the proportions in which they are avail¬ 
able. Any single entrepreneur will buy additional units of 
any single inoductive service as long as the addition to 
his output made by it is worth more than the unit of serv- 
ire (osts. I he competition of the market tends to set 
prices which leave no residuum of any factor unem¬ 
ployed. 'That is, each productive service tends to be em¬ 
ployed in (he position where its “marginal productivity” 
is a m.'iximum, and the price of each service tends to be 
ccpial to its maiginal productivity under the condition 
lliat the total supply of all services is employed and em¬ 
ployed in tin's most productive way. 

Except [oi the complication due to joint demand, the 
pnnciplc* is closely analogous to that of competitive price 
ill relation to a consumption good. Price tends to ecpial 
marginal productivity in tlu‘ one* case as it tends to ecpial 
marginal utility in the othc‘r. The individual purchaser 
buys such an amount as to make* thc‘ utility, or produc¬ 
tivity, c'cjual to the price and thc‘ c()mj)etition of all pur¬ 
chasers as a gioup sets (he j)ricc‘ at the point at which the 
amount that |)urc hasers will take* will exhaust the total 
available supply, Produc tivity is in fac t only indirect util¬ 
ity, as alieady explained; the produc tivity of a productive 
factor is the utility of its product, as measured by de¬ 
mand. rile c()mj)lication is that jirocluc tivity has tc:) be 
thought of as the fnar^^inal contribution to the product 
which is made by a unit of that prcxluctivc- service. 

rin eKiNc uM 1 or niMiNtsiiiNc; rRoinun ivrrv i nkrin r con- 
smi Ri n. It will be evident that the above reasoning dc- 
p('nds on the opeiation of a principle of diminishing 
utility and gov ea ns the' entrepreneur’s purchase of produc¬ 
tive services in the same way that the principle of di¬ 
minishing utility governs the cemsumer’s purchases of 
commodities. That is, the producer apportions his ex¬ 
penditure for productive power among the dilferent pro- 
ductive services in such a way that a dollar buys equal 
quantities of value-prcxluctivily in each form. It was ex¬ 
plained in the discussion of normal price whv productive 
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power in general is subject to such a principle in con¬ 
nection with any one industry. This is a direct conse¬ 
quence of the principle of diminishing utility itself. As 
more and more units of any one product are turned out, 
that product fails in value, and of course the value of the 
productive power increasingly devoted to producing that 
product also falls. This is the more true when value is 
considered in relation to other commodities, for produc¬ 
ing more of one product means (under given conditions 
of production at large) producing less of others, which 
other products tend to increase in value while the first 
decreases. 

So much for the principle of diminishing productivity 
with respect to “productive power-in-generar'. It also re¬ 
quires supplementing in being applied to any particular 
kind of productive power in relation to other kinds. 
When any one protliictive service, such as unskilled labor 
for example, is applied in increasing amounts to the pro¬ 
duction of some one commodity (being transferred from 
the production of others), in the first place the same thing 
happens as before. The output of the commodity pro¬ 
duced by the industry into which the productive service 
is being transferred is increased, and the output of other 
commodities decreased, and the value of the first com¬ 
modity in comparison with others falls off. But another 
change of equal importance takes place, oj)erating in the 
same direction and intensifying the effect of the first. The 
technical efficacy of the transferred factor in increasing 
the physical output of the industry into which it is moved 
also decreases and its technical efficacy in increasing phys¬ 
ical output in industries from which it is taken increases. 
If labor transferred from the production of corn to the 
production of wheat, without redistributing the other fac¬ 
tors between the two industries, fewer bushels of wheat 
will be added to the total output by each laborer, and 
more bushels of corn will be subtracted from the total 
output of corn by each successive similar laborer trans¬ 
ferred. This is in consequence of the decreasing amounts 
of other factors with which each unit of labor is being 
combined in the raising of wheat and the increasing pro¬ 
portion of other factors in the raising of corn. 
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TIuis there are two principles of diininishing produc¬ 
tivity, the physical law that siucessive equal applications 
of one factor to given amounts of (Hher factors make de¬ 
creasing additi<jns to physical prodm t, and the value law 
that the value (jf the additions made to product falls off 
still more rapidly. The two prituiples work together in 
determining the apjK)rtionment of factors among indus¬ 
tries. It is of course the value of the j^rcjiluct that interests 
the enirepreiieur and determines the point at which he 
will stop adding further units of any factor in his busi¬ 
ness; it is values ol marginal ])rcjducts which tend to be 
ecpiali/ed for any factor in all industries in which it is 
used, by its apporticjument among them, and it is the 
value* of the marginal product which determines the pay¬ 
ment for the service. 


't in; siifprY oi fRoni ciriVK si Rvrc:FS. The supply side of 
the* pi ice prol)lem in connc'ction with productive services 
is like the demand side in being analogous to the same 
problem in connec tion with consumption goods, but, as 
on the demand side*, there are also special aspects of the 
situation, (hiestions similar to those dealt with in the pre¬ 
ceding chaplet arise in regard to the relation between 
supj)ly and price* in tlie short iim anel in the le^ng run, 
anel the* answe*is are* somewhat similar, but not exactly so. 

It must be* kept in minel that the: problem of distribu¬ 
tion is the* problem of jiriee* in connection with produc¬ 
tive* serevec’\, the //.vc of proeluctive agencies, not the sale 
j)iice‘ of j)ic)duelivc* agencies themselves. This problem 
will be* taken up in due time* for those productive agen- 
c ie*s whie h e an be bought anel solel, that is for j)roductivc 
/uc;pc'r/y. d'lu* ageney which renders the most important 
productive se*rviee* is the human being, and in emr civili¬ 
zation only se-rvices of human beings can be bought and 
sold not the* |)e*rsons themselves. 'The sale" value of a piece 
of properly is in fact a fairly simple jiroblem when the 
value* of its use* is known. It is found by capitalization, as 
obsc'rvc*cI above*, in (Chapter riiree. 

riu* first e)bservation to be made abemt the supply of 
any proeluctive service is that it is not necessarily fixed or 
inde peiideut of the jirice of the service, when the supply 
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of the agent rendering the service is fixed. It is certainly 
true of productive agenc/e.?—laborers, natural agents and 
fundamental forms of capital as well as capital in the ab¬ 
stract—that their supply is practically fixed over consider¬ 
able periods of time. But the amount of service which 
will be obtained from a given supply of laborers or pro¬ 
ductive property is not physically fixed, even at a mo¬ 
ment, and may conceivably vary considerably as the price 
varies. The nature of this variation—the nature of the 
sup])ly curve for productive service from given j)roductive 
agencies—is a comj)licated c|ucstion and cannot be dealt 
with in a brief analysis, but one or two principles may be 
briefly mentioned. In the first place, the variation of sup¬ 
ply must be studied in relation to a j^ermanent change in 
remuneration. The response to a price change expected 
to he temporary will naturally be different irr character, 
and does not indicate the true corrnection between sup¬ 
ply and price. When this precaution is taken, it will be 
found that, other things being etjual, the relation is an 
inverse one; and iricrease in tire price of a service will 
cause a decrease in the supply, and vice versa. An increase 
in wages will cause the same workers to do less work, if 
their wants remain unchanged. This is a simple applica¬ 
tion of the principle of dirrrinishing utility and equaliza- 
tion at tire margin; increased inconre enables them to af¬ 
ford more leisure as well as more of other commodities. 
If they behave rationally they will com|)romise between 
doing the same amount of work at a correspondingly 
greater money income and doing enough less work to 
earn the same income as before. 

The second principle for emphasis is that theoretically 
the same conclusion holds for other factors than labor. 
An increase in the remuneration of land or capital en¬ 
ables the owner to use more of it for direct, non-indus¬ 
trial uses, in the same way that leisure re[)rcsents the use 
of time and personal energy for non-industrial pursuits. 
In reality, cjther things are never C(pial, and it is impos¬ 
sible to predict on the basis of general principles what 
will happen. Experience indicates that the lower the 
grade of labor the more likely is an increase in wages to 
result in less work with approximately the same total in- 

705 



The Economic Organization 

come for the worker. This holds typically for the employ¬ 
ment of primitive peoples in the tropics—which is very 
exasperating to the entrepreneur of European race and 
traditions. Up to a certain point, higher wages will mean 
more work, througii better physical nourishment of the 
worker, but there are narrow limits to this. Morale is a 
more important cf)nsideration practically. With the 
“higher” grades of personal service, and still more with 
the other prodiulive factors, an increase in remuneration 
is likely to aiouse new wants and ambitions which stimu¬ 
lates ellort. Many brain workers love their work, or are so 
interesled in its results as to give to it practically all the 
energy they are able to give. But even in our high-keyed 
ag(? and country, professional and oflice workers com- 
numly work fewer hours in the day and year than la¬ 
borers. 

sui'Pi.Y IN THE T.oNG-RUN. Iti tlic loiig ruii, wc have the 
(juestion whether ])rice affects the supply of the service by 
alfecting the su{)ply of the factor rendering it. Here it is 
necessary to consider the main types of factors separately; 
we have in fact more than the three traditional groups to 
distinguish, for there arc important differences between 
dilferent kinds of classes of laborers, of natural agents 
and ()[ ca]Mtal goods. y\lso, there arc differences in.the in- 
terpi'ctalion of the “long run”; and this problem subdi¬ 
vides into a large number. In a very rough view, the 
long-run supply of labor is a matter of the relation be¬ 
tween wages and the growth of population; that of capi¬ 
tal goods a matter of the relation between interest rate 
and the saving and investment of capital, and that of 
natural agents a matter of the relation between the 
“rent” of such agents and the discovery and development 
of new natural resources, together with its effect on the 
rate of exhaustion of those already in use. Each of these 
relations raises complicated problems, in regard to which 
simple generali/ations arc of little value. In such a sur¬ 
vey as this, all that can be attempted is an indication of 
some of the (piestions which arise and a warning against 
a few of the more serious fallacies into which the argu¬ 
ment commonly falls. 
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THE LONG-RUN SUPPLY OF “LAND*’. Thcsc fallacies are no¬ 
where better illustrated than in the case of “land” which 
term is used in economics to include all natural agencies 
as well as agricultural land. The traditional point of view 
in economic literature assumes that the supply of natural 
agencies is permanently fixed. That, indeed, is the proper 
significance of the term “natural”; the old definition of 
land included “the original and indestructible powers of 
the soil”. It will be clear, however, that the really original 
and indestructible qualities arc limited in number, and 
their value is inseparably bound up with the value of 
qualities which are the result of expenditure of labor and 
capital in the past. More carelul investigation will raise 
doubt as to whether the total ol what is called land value 
is in excess of the total cxj)enditure upon natural re¬ 
sources in the past. It is largely if not altogether falla¬ 
cious to regard land as an un])roduccd good. The cost of 
exploration and development work, with accumulated 
interest on these costs, over and above all income taken 
out of the land, would probably account for all the land in 
the United States. There are few kinds of land which can¬ 
not be increased in supply even yet by making the neces¬ 
sary investment, whenever it is thought profitable, that is, 
when the necessary resources are expected to yield as 
much in that use as in competing uses. The main real 
dilference between thus “producing” land and producing 
other forms of value is in the length of time one has to 
wait for a return and the high degree of uncertainty at¬ 
tending such operations, the large “aleatory” or gambling 
element involved in them. Some investments of this class 
do prove enormously profitable, sooner or later, while 
others become a partial or complete loss. The social prob¬ 
lem involved is therefore one of meeting management 
problems attended with a high degree of uncertainty and 
of variability in the return for a given outlay. The “single 
tax” argument that the increase in the value of land af¬ 
fords a jjcculiar “unearned increment” to landlords as a 
class, is without substantial foundation in the facts. The 
ethical issues involved in ownership of land apply in the 
same way to other forms of property, and also to many 
other cases in which individuals enjoy a superior eco- 
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noiiiic position based upon lucky commitments, long pe- 
riod accuniuhition, and inheritance. 

I UK. i.oNO-RiiN SUPPLY OF LABORERS. In thc loTig riin, the 
supply of laborers in a nation comes from two sources, im¬ 
migration in relation to emigration, and birth-rates in re¬ 
lation to death-rates. In relation to immigration, the chief 
popidar fallacy rests upon failure to distinguish between 
different classes of immigrants and the widely divergent 
effects their* coming has upon the different classes of the 
populatiorr already in the country. Any immigrants who 
do not bring j)roper iy but only labor power into a coun¬ 
try, tend to benefit property owners by increasing the sup¬ 
ply of the other elemeirt in production and making thc 
projicrty element relatively more significant. But this 
does rrot mean that they injure all laborers. The immi¬ 
gration of unskilled laborers may in fact benefit the 
skilled and educated classc^s of those who live by selling 
thc'ir SC I vic e s as much as it benefits those whcLse income is 
der ived from land or capital investments. 

Distinction between social classes is alsc3 necessary in 
connection with thc discussion of birth-rates and death- 
rates in relation to wages and thc supply of labor. The 
effect of a given change in the wage-level may be very 
different for* differ errt strata in the working population, 
and it is always a complicated c|ucstion how readily the 
working population can shift frcmi one occupation group 
to another in response to a change in relative wages. In 
the older discussion of these ]>roblcms there was a ten¬ 
dency to luni]! the whole wage-earning populatiorr to¬ 
gether. In a modern nation, certainly, this will not do at 
all. Not only is there a great difference corresponding to 
general social status, but there may be a nearly equal di¬ 
vergence bc'tween groups on approximately thc same eco¬ 
nomic level, as for example between miners and factory 
operatives or between either and railroad men or farm 
hands. 

Always the question of the effect of wages upon the 
su}3ply of labor must be discussed with a clear view of 
the freedom to move into or out of thc occupation group 
in question as well as the habits and traditions of the 
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people who make the group itself. Careful students no 
longer speak in terms of a general “population problem’' 
but relate their discussion carefully to time and place 
and conditions. The actual relation between income lev¬ 
els and the tendency of any defined population group to 
increase or decrease in numbers is too complex to enter 
upon at all in such a survey as this, and that is the im¬ 
portant thing to be said about it. It will be evident that 
if and insofar as, any population group is isolated from 
other groups, and if and insofar as it has a “static stand¬ 
ard of living”, marrying and reproducing itself whenever 
its income is more than sufficient to maintain that fixed 
standard, and not marrying or not reproducing when its 
income is below that level, then in the long run its wages 
will tend toward the level which will just maintain 
the established standard of living. In fact, however, 
these “ifs” are largely contrary to fact. Population groups 
are not isolated, and changes in income have as much 
effect in changing the level of expectations in the way of 
standards of living as they have in making people able 
or unable to marry, or have families, while maintaining 
a given standard. In many cases, certainly, a rise in wages 
will tend to decrease the birth-rate of a group rather than 
to increase it. And all such changes affect the supply of 
labor only after a period of from fifteen to twenty-five 
years, during which time many other things are certain 
to happen. 

THE LONG-RUN SUPPLY OF CAPITAL GOODS. THE THEORY OF 
INTEREST AND OF SAVING,—INTEREST A MODE OF RECEIVING 
INCOME RATHER THAN A DISTINCT SHARE FROM A DISTINCT 
SOURCE. Undoubtedly the theory of interest is the most 
complex branch of distribution theory. The chief source 
of confusion in regard to it is failure to recognize the fact 
stated in the heading above, namely that interest is a spe¬ 
cial way of paying and receiving the income earned by 
any factor of production and not income earned or pro¬ 
duced by a special productive factor. This is particularly 
true in connection with property income, but may be 
true even of wages. It is easiest to see in the case of in¬ 
come from land. It is surely a familar facj; that the earn- 
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ings of a piece of land may be regarded either as rent on 
the land or as interest on tlic investment in the land. It is 
less obvious in the case of other forms of property only 
because other proj)erty is not sci commonly leased for a 
rental as is land. I'liis, however, is not because other 
prejperty is much less cc^mmonly exploited or utilized and 
managed by persons who do not really own it but pay the 
real owners for its use. A little scrutiny of this process of 
transferring property from an owner to a user who turns 
over to the owner the income which the property itself is 
expected to earn will help to clarify the nature of both 
interest and profit. 

A farmer who wants the use of a piece of land which 
he cannot buy, or dcjcs not care to buy, may either lease 
it for a certain annual rental, which under competitive 
condilions will be approximately equal to the annual 
net product of the land, or he may “buy'' the land, rais¬ 
ing the money by borrowing. He may even borrow the 
“money" from the land owner himself, as not infre¬ 
quently happens. In this case it is clear that the difference 
between paying interest and paying rent, or receiving the 
one and receiving the other, is purely a matter of form. 
Many considerations may oj)eratc to have the one form 
of agreement preferred to the cjtlier in a particular in¬ 
stance, \)ut the chief one is the relative estimates of the 
owner and the o])erator of the future changes in value of 
the property. If the operator leases, he agrees to return 
the property as such at the tci initiation of the lease; if he 
borrows ntoney and buys, he agrees to return a certain 
amount of value. Other things being equal, a lease will 
naturally be used when the owner is more “optimistic" 
ill regard to the j)roperty than the o])crator, and a sale 
when the operator is the optimist. The reason land is 
leased more commonly than most other forms of property 
is that provision can more easily be made to guarantee 
its return in its original condition, or some other condi¬ 
tion s|)ccihed and allowed for in the contract. The lease 
is also (omnion enough in connection with buildings and 
many other forms of durable goods. But where the prop¬ 
erly is less durable, and in particular where it cannot be 
saleguarded against abuse which would seriously affect its 
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value, leasing is impracticable, the transfer is mediated 
by sale and the payment takes the form of interest instead 
of rent. 

THE INTEREST RATE AND THE SALE VAI.UE OF DURABLE GOODS. 

When durable goods are bought and sold, their value is 
determined by the operation called capitalization. That 
is, their value is simply the capital sum which, put at in¬ 
terest at the current rate will yield an income equal to 
the annual net product of the property sold. The product 
itself is determined by the distribution process already 
explained, and aj)proximates the addition which a small 
unit of such property is capable of adding to the total 
product of a large combination of such property and the 
auxiliary productive factors, elfectively organized and co¬ 
ordinated in production. In the process of capitalization, 
the interest rate is a datum; it “determines'' the value of 
the productive agency capitalized, and is in no way af¬ 
fected by the purchase and sale of durable goods. To find 
how the interest rate itself is “determined" we have mani¬ 
festly to look to transactions of some other kind. 

THE CON IRAST BETWEEN A “STATTC" AND A “PROGRESSIVE^' 
KCO^OMTC SOCIETY' IN REI ATION TO INTEREST. The “other 
kind of transaction" in connection with which the inter¬ 
est rate is ?/iade instead of found is not far to seek. As 
everyone knows, money is not always borrowed for the 
purpose of buyi?ig; productive property already in exist' 
ence, but very commonly lor the purpose ol constructing 
or creating such property in one form or another. It 
would not be impossiljle to substitute a lease for the loan 
even in such a transaction, but it would be exceedingly 
incoin'enicnt. The lender and the prospective operator 
would have to come to an agreement in regard to the 
construction, exploration, development or research to be 
undertaken, in all details, as well as to specify the condi¬ 
tion in which it was to be turned back to the owner of 
the productive power going into it at the end of the pe¬ 
riod of the lease. Tlien, in most cases, the owner would 
look forward to coming into possession of a piece of prop¬ 
erty of whose use and value he would be ignorant. Mani- 
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fcstly, it is an infinitely better arrangement for the pro¬ 
spective operator to “lease*' a certain quantity of com¬ 
mand over productive power, take the responsibility for 
returning an equal sum, use the productive power in the 
way he knows how to use it to make it productive, and 
assume also the risk that the property he invests it in 
will be worth more or less than it cost when he is through 
using it. 

In what is called a “static" society, that is, a society in 
whi(h it were impossible to use productive power to cre¬ 
ate new durable productive goods, interest would be the 
mere equivalent of rent, as money would be borrowed 
and lent only for the purchase of goods. It is not certain 
that money would be borrow’ed and lent at all in such a 
society, that the leasing contract would not be exclusively 
used instead. If there were borrowing and lending, the 
rate of interest would be determined by forces altogether 
dilTerent from those which determine it in such a world 
as ours, where the predominating occasion for loans is 
the creation of productive wealth which did not previ¬ 
ously exist. 

In loans of this latter sort, the interest rate is not found 
but truly made—not, indeed to any great extent in any 
one su(h loan, but in the general competition of borrow¬ 
ers and lenders in connection with such loans as a class. 
I he value of productive property of a freely reproducible 
sort is not determined by capitalization at an already ex¬ 
isting interest rate, but by its cost of production, like 
other freely j)roducible wealth. And the interest rate is 
“determined” by the relation between the value of the 
ptoductive power necessary to construct a piece of produc¬ 
tive property and the anticipated value of its product after 
it is made. Reflection upon the situation and motives of 
borrowers and lenders will show why this must be true- 
true, like other economic juinciples, insofar as the par¬ 
ties to the bargain know what they are doing and act in 
accord with economic motives. For it is evident that the 
amount per year ^vliich the borrower can be made to pay 
lor the loan of a given sum is the amount of additional 
income he can count upon securing as a result of “invest¬ 
ing" that sum, which is to say using it to create produc- 
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tive wealth. The lender, on his side, will secure as much 
as he can get, and the competition of other borrowers 
will generally force any particular borrower to pay about 
the full value of the loan. 

Thus the same principles are at work as in the deter¬ 
mination of any other price. The competition of borrow¬ 
ers in different fields of industry and within any one 
field tends to draw the loanable free productive power or 
liquid capital in society into the most productive forms 
of investment, and to force the borrowers to pay for its 
use according to its true productive value, as far as this 
can be known. 

CAPITAL AND CAPITAL GOODS. SAVING AND INVESTMENT. DE¬ 
MAND AND SUPPLY OF CAPITAL. THE INTEREST RATE. What 

is really loaned, then, in the only loans that affect the in¬ 
terest rate (in contrast with loans for the purchase of 
productive or other wealth, which do not affect it) is 
command over free productive power, or in effect, free pro¬ 
ductive {lower itself. This is capital, in contrast with con¬ 
crete productive {iroperty, wdiich is capital goods. The 
source of ca{3ital is saxnng, which is the production of 
more than one consumes. If one consumes his income, he 
directs {productive powder into the creation of the partic¬ 
ular goods which he consumes. If he saves a part of it, 
and invests his savings, he directs productive power into 
the creation of productive wealth, in the same way, and 
instead of the satisfaction of consuming, the saver gets 
the ownership of the new ca{3ital goods, or a claim against 
their product which is ownershi{3 in effect, though the 
title may vest in someone else to whom he has loaned the 
saving. The real process of investment thus consists in 
the use of {productive {lowcr, by the saver or someone who 
borrows his savings (directly or through a bank or other 
institution as an intermediary) to create new productive 
wealth (capital goods) instead of using it to create goods 
for immediate consumption. The significance of capital 
goods is, of course, to create, before they wear out, more 
consumption goods than were sacrified in constructing 
them. If this could not be done, and if savers and invest¬ 
ors in general did not know it could be done, interest 
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could not be paid; and no saving and investment 
would take place, and little or no lending of “mcjney”, 
which is command over wealth in the abstract, in con¬ 
trast with the leasing of concrete pieces of wealth. The 
current rate of interest therefore tends to represent the 
fraction or percentage of an investment which its embodi¬ 
ment in productive wealth will yield in one year over and 
above a sum suiricient to repay its cost during the period 
of its productive life. 

So far, the explanation of interest has run in terms of 
demand. The demand for ca])ital has been shown to be 
an indirect demand for capital goods, and the demand 
for capital goods is an indirect demand for their product 
—product meaning always net product or marginal con¬ 
tribution to production. The demand price is the rate 
which the borrower can alTord to pay. But there is always 
a supply side of a price problem, the cjucstion of supply 
price as well as demand price. For the demand price de¬ 
pends upon the su|)ply; the larger the supply the lower 
the price at which it will be taken out of the market. 
This law of demand holds good in the case of capital in 
I he same way as with other goods. Capital also is subject 
to a Imp of diininishing productivity, though in a 
somewhat special sense, which needs a few words of ex¬ 
planation. Hitherto we have had occasion to discuss 
diminisliing productivity chiefly with reference to a par- 
iiculai j)rodiictive service in a particular use, as labor in 
producing ^vheat. We saw that as more labor is used in 
prodiK ing wheat, the value of a unit of labor for that use 
decreases (a) because! the efTicacy ol labor in increasing 
the amount of wheat dc*cieases as more labor is combined 
witli a given amount of other factors and still further 
decreases (b) because the price of wheat falls as more is 
proclucecl. Labor must Ire subject to diminishing pro- 
ducti\ ity in industry as a whole for the first of these rea¬ 
sons. If there is an increase in the total supply of labor 
without an irrerease in the other factors, the labor will be 
at a disadvantage in its proportions to other factors in 
cveiy industry. But because the increase in supply will 
tend to be distributed among all industries, the effect of 
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a given increase in the total supply in reducing the mar¬ 
ginal physical productivity will be relatively small. 

The case of capital is similar, but in a more extreme 
degree. An increase in the supply of capital can flow into 
all industries, and in addition can take many different 
forms in each industry. Capital is therefore subject to 
diminishing returns to a lesser degree than any one pro¬ 
ductive factor in all industries (and of course to a still 
lesser degree as compared with any one factor in any one 
industry), because capital represents all the infinitely vari¬ 
ous productive factors which can be made by using it. In 
consequence, society can absorb a great deal of capital 
with a fairly small relative diminution in its productivity 
and its demand price; the detnand for capital is extremely 
elastic. 

The sup])ly of capital comes, as already observed, from 
saving. The relation between the interest rate and saving 
is a matter of great uncertainty. Some persons would no 
doubt save more at a higher interest rate than at a lower 
one, while others would save less, and the effect on the 
total saving can only be guessed. There is, however, a 
fair presumption that the interest rate does not make a 
great deal of difference in the total rate of saving. And 
in any case, it is perfectly certain that the difference 
which would be made in six months of a year in the total 
supply of capital by the difference in saving which would 
result from any possible change in the interest rate would 
be very small in comparison to the supply already in the 
market. That is, the supply of capital is extremely in¬ 
elastic. It follows that ihe demand side does dominate the 
price situation with regard to any moderate period of 
time; that is, the interest rate is determined by the mar¬ 
ginal productivity of capital, and that marginal produc¬ 
tivity is not greatly affected by supply considerations. The 
[irice of goods and services generally is the marginal de¬ 
mand price for the available supply, but in most cases 
the supply depends on the price in turn. However, with 
interest (the price of capital) this is not true. 

The supply of capital comes from saving, and saving 
is often said to depend on the comparison which people 
generally make between present and future goods. The 
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more they discount the future the less they will save, and 
vice versa. Hence it is argued that in the long run the 
interest rate depends on the general psychological dispo¬ 
sition toward futurity or waiting. To some extent this is 
perhaps true. But the motives underlying saving are very 
complex and uncertain. One thing is obvious; the great 
bulk of the social supply of capital comes and must come 
from saving by persons who do not consume or expect to 
consume their saving at any time, but die and leave it 
behind them. It hardly seems real to refer to the motives 
for leaving an estate after death as a comparison between 
present and future goods. Other arguments still further 
weaken the view of psychological discounting as a main 
cause alfceting the interest rate, but they cannot be given 
here. About all that can jirofitably be said about long- 
run tendencies is that capital is accumulating rapidly, 
which tends to bring down the interest rate, but inven¬ 
tions and discoveries are taking place and population is 
increasing, which tend to raise it by providing more pro¬ 
ductive uses for capital. Aside from the effects of wars, 
the rate shows a surprising steadiness and constancy in 
the course of history. 

All discussion of “tlie” inierest rate is necessarily ab¬ 
stract, and reejuires inter]>rc(ati(m to relate it to the rate 
for a particular kind of loans at a particular place and 
time. The main factors causing divergence in the rate on 
dilfercnt loans arc the uncertainty of repayment, or 
“risk”, and the trouble involved in making and renew¬ 
ing loans for small sums and over short periods. As be¬ 
tween dilTerent parts of the world and dilfercnt branches 
of industry, it is to be remarked that barriers impeding 
the How of capital from points where it is abundant to 
places of scarcity do alfect the rate very materially. The 
demand for capital in a limited section of a c:ountry or of 
the field of investment is by no means so clastic as that of 
a national or world market, and dilfcrenccs in supply be¬ 
come important. In advanced countries, in the short run, 
banking conditions and bank credit are a dominant fac¬ 
tor in the supply of immediate funds for lending, but in 
the long run the bank affects the volume of circulating 
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medium and the price level rather than the supply of 
capital. 

rent and interest in relation to the different produc- 
j'lVE factors. It is common to think of rent as the re¬ 
turn on natural agents, and of interp\% as the return on 
“capitar*. The foregoing explaniiion of interest shows 
why natural agents are somewhat more commonly ’eased 
for a rental than are artificial equipments goods, why it 
is more common to have the legal ownership of the latter 
type of productive wealth vested in the person directing 
its use, or especially in the person responsible for its ex¬ 
istence in one form ratlier than another. It will also be 
clear, however, and indeed the fact cannot have escaped 
anyone’s observation, that the income from nearly any 
foi Ill of concrete property, natural or artificial, may take 
either form. Even clothing—at least many kinds of cloth¬ 
ing—may be rented, as w^ell as railroad systems and patent 
rights. And money may be borrowed to purchase any 
kind of natural agent, in which case the interest is equiv¬ 
alent to a rent. Indeed, as already observed, the difference 
sometimes fades out more or less in relation to labor it¬ 
self. One may borrow money to pay for an engineering or 
a medical education, which clearly gives the professional 
earnings the character of interest on investment. 

Whether there is sufficient ground for regarding nat¬ 
ural agents as a different productive factor from capital 
goods is a question too large to treat in detail here. Cer¬ 
tainly the natural bases of economic life—climate, topog¬ 
raphy, mineral wealth and even soil fertility—stand in a 
different relation to public policy than that occupied by 
freely reproducible productive equipment. Yet in any 
particular instance, the intermixture of natural and arti¬ 
ficial qualities, and of various conditions of reproduci¬ 
bility in the various qualities making a particular piece 
of wealth a source of income, seems to make any such 
dual classification misleading rather than helpful. Land 
and its manifold improvements form an indivisible unit. 
The more durable forms of capital goods approach the 
character of permanent natural resources in their relation 
to economic activity. Most features of land itself are ei- 
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ther in elfect producible at a cost or else are not really in 
themselves limiting factors in productive operations—like 
space and sunshine. Then too, the group of natural 
agents would certainly have to be split up into several 
sub-groups cjuite as distinct from each other as any of 
them would be from capital equipment. Pure situation 
value, such as land adjacent to a good harbor, soil fer¬ 
tility, and mineral deposits are utterly different as to the 
conditions under which the supply is maintained or in¬ 
creased. In short, as we have had to say in several con¬ 
nections, no simple generalization is useful. Salable 
sources of income have to be distinguished from many 
different standpoints and along many different lines, in 
accord with ihc requirements of different problems. The 
most important distinction is that between capital goods 
and land on the oik' hand (that is, any form of concrete 
productive wealth) and free capital (productive power 
not embodied in any concrete form) on the other. 

TUK TiiFORY oi I’Roi i r AND MONOPOLY GAIN. The nature 
of profit as a form of income now calls for a little further 
elaboration beyond the treatment already given (in the 
])receding diapter) in connection with the problem of 
normal price and its relation to cost of production. It 
was there explained that profit is a difference—positive in 
the case of “profit” and negative in the case of “loss”— 
between the income reali/ed from the sale of a product 
and the total cost incurred in producing it, including in 
cost payment at the ordinary (ompetitive rates for what¬ 
ever personal service or use of his own |)ropcrty the pro¬ 
ducer himself puts into the j)roductive operation, as well 
as his actual outlays for the services and property of other 
persons. Such differences arise because the process of dis¬ 
tribution, or evaluating the productive services entering 
into a product, does not work with perfect accuracy. If 
this process did work with unfailing precision, the prod¬ 
uct value would be exactly distributed among the pro¬ 
ductive services, including those furnished by the owner 
of the business, and no profit or loss outside of payment 
for the owner’s services would exist. The whole theory of 
normal price rests on this “tendency” of price and cost 
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of production to be equal which is the negation of profit. 

It was also explained that the reason for the inaccuracy 
of distribution and the occurrence of profit is essentially 
the inaccurate forecasting of demand by producers, and 
to a lesser degree the impossibility of predicting the phys¬ 
ical result of a productive operation and so controlling 
it with precision. The latter cause applies especially to 
agriculture and industries affected by weather conditions. 
It is fairly apparent that if business men could foresee 
future conditions exactly, and if the relations between 
them were those of competition only, cost and price 
would always be equal, there would be no pure profit. 
We are concerned here with the ^irst of these two phe¬ 
nomena, errors in estimating conditions and in making 
adjustments to them. The existence of conditions other 
than those of ( ompetition implies rnoriopoly gain, a form 
of income often included under profit, but of a very dif¬ 
ferent character from that now under discussion. 

All that is liere to be added to the discussion of the 
theory of profit is a few oliservations on the nature of 
risk and uncertainty or the reasons for inaccuracy in pre- 
iliction. The first of these observations is that not all 
“risks" necessarily give rise to profit, or loss. Many kinds 
can be insured against, which eliminates them as factors 
of uncertainty. The princi]>le of insurance is the applica¬ 
tion of the “law of large numbers", that in a large group 
of trials the jiropoi tion of occurrences to non-occurrences 
of a contingent event tends to be constant. The death of a 
jiarticular individual, burning of a particular building, 
loss of a particular ship at sea, etc., is uncertain; but in a 
group of a hundred thousand similar cases the propor¬ 
tion of losses is very accurately predictable. There are 
many ways of aiDplying this principle, in addition to the 
various forms of insurance called by the name. A large 
cor])oration, by broadening the scale of its operations, 
distributes and reduces its risks. Concentration of specu¬ 
lation in the hands of a professional class tends to make 
errors in judgment largely cancel out. The essential point 
for profit theory is that insofar as it is possible to insure 
by any method against risk, the cost of carrying it is con- 
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verted into a constant clement of expense, and it ceases 
to be a cause of profit and loss. 

The uncertainties which persist as causes of profit are 
those which arc uninsurable because tJiere is no objective 
measure of the probability of gain or loss. This is true 
especially of the prediction of demand. It not only can¬ 
not be foreseen accurately, but there is no basis for saying 
that the probability of its being of one sort rather than 
another is of a certain value—as we can compute the 
chance that a man will live to a certain age. Situations in 
regard to which business judgment must be exercised do 
not repeat themselves with sufficient conformity to type 
to make possible a computation of probability. 

It is further to be observed that a large part of the risks 
which give rise to profit arc connected with progressive 
social change. Changes in demand and in methods of 
production, especially, cause large gains to some enter¬ 
prises, and losses to others. And the work of exploring for 
and developing new natural resources is fraught with the 
greatest unpredictability, with corresponding frecpicncy 
of large profits or losses. It is to be kept in mind that such 
changes do not merely “happen”, giving rise to profit. 
The possibility of securing a profit in consequence of a 
change induces business men to make large expenditures 
in bringing about changes in every field. In the main, no 
doubt, changes thus induced are im])rovcments, and rep¬ 
resent real social progress. This is true of the discovery of 
natural resources and of more cllective productive meth¬ 
ods. It is not so certain in connection with the promotion 
of changes in wants. It was pointed out early in this book 
that the theory of individualism is especially weak at this 
point and that a large fraction of the political interference 
found necessary has to do with safeguarding the mainte¬ 
nance and improvement of society. Where distinctively 
human values are involved, the working of the profit mo¬ 
tive is likely to give very unsatisfactory^ results. 

The nature and source of monopoly revenue will be 
clear from the discussion of monopoly price. Where a pro¬ 
ducer can in any way prevent other persons from using 
productive resources in making a product equivalent to 
his own, or can bar them from using especially effective 

120 



Distribution 

processes, he can make a gain by restricting output. It is 
to be observed that any individual rendering a UMique 
personal service—such as an artist, or a professional man 
with a reputation causing his services to be in special de¬ 
mand—has a monopoly of a very distinctive and secure 
variety. As was pointed out in the last chapter, unique¬ 
ness is the very essence of monopoly. The greater part of 
advertising represents an effort to build up an impiession 
of uniqueness, to establish what may be called a “psy¬ 
chological uniqueness, in particular products, and thus 
to secure a degree of monopoly power. 
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Notes on Utility and Cost' 


The general theory of equilibrium in a stationary econ¬ 
omy of competitive free enterprise, formulated on the 
basis of a few simple and generally accepted assumptions, 
may be summed up in a few simple statements. Exchange 
value or [nice will measure at the same time the relative 
incremental utility of any two products and their relative 
cost. Cost may be measured in |)hysical units of resource 
time, but the “rear’ cost of any product consists in or 
means the value of alternative products. The last part 
of the statement expressed the fact that resources are re¬ 
sources and not products, that their value significance is 
qualitatively and quantitatively that of products, actual 
or [)otential. The meaning of the cost principle is simply 
that resources are so apportioned among alternative uses 
as to yield e(}ual product value all over the field. Cost is 
the reciprocal or obverse of productivity; equal cost of 
ec[ual value is but another way of viewing equalized value 
|)roduciivily of resources. 

The cost theory thus briefly summarized is in general 
that developed by the Austrians and Wicksteed, and the 
present writer has on various occasions attempted to give 
it clear and succinct formulation, and more or less to 
bring it into relation with other theories or modes of 
statement. The present paper may be regarded as a con- 

1 Published as two arlicles in German in the Zeitschrift fiir Na- 
ti(maloekononiie (Vienna), hand VI, Heft i, 3 (h) 35). In the 
published translation See. 13 and the last paragraph of Sec. 
17 were deleted and have been here restored. A few minor re¬ 
visions as compared with the translation have also been made. 
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tiniiation and especially as a correction of a brief article 
in The Journal of Political Economy for June, 19558,2 
The former article sums up the general theory of cost in 
the following statement (italics of original dropped 
liere): 

The number of units of any commodity B which ex¬ 
changes in the market for one unit of any other com¬ 
modity A must be the number of un:ts of B which are 
sacrificed in production in adding the last unit of A to 
the total produced (in the state of equilibrium; and 
noting that for units negligible in size ‘next unit* may 
be substituted for ‘last unit* . . .) (p. 359). 

This statement assumes, and is obviously untrue unless 
the terms of choice between different uses of resources 
are such that at the margin resources, in transferring 
from one product to another, earn the same money in¬ 
come as before. That it is easy to think of cases in which 
resources are on a margin of indifference at different rates 
of remuneration and not at the same rate, does not prove 
that there may not for any pair of products be some re¬ 
sources marginal at the same money income. But it does 
suggest that this may not be true, and in any case it be¬ 
comes important to analyze further the notion of the in¬ 
difference margin. 

In proceeding to examine the issues raised and to see 
what sort of cost theory can be held, and to what limita¬ 
tions it will be subject we will naturally begin by scruti¬ 
nizing the simple and accepted assumptions underlying 
the doctrine as stated. 


I 

1. The discussion of cost must relate to an economic so¬ 
ciety in a form in which cost has a determinate quanti¬ 
tative meaning. The subject of discussion in economic 
theory involves two main sets of elements. The first is “eco¬ 
nomic behavior'* on the part of individuals, the second 
the organization of individuals behaving economically, 
through the social mechanism known as free enterprise. 

2 Pages 353-370. Cf. also J.P.E., April 1931, pp. 2iof., note 22. 
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2. Economic behavior, an idealized abstraction from ac¬ 
tual behavior, which is more or less economic, is that of 
a choosing individual with (a) a given end of action the 
degree of achievement of which is known to himself, (b) 
given means of action, likewise measurable, and (c) con- 
fronled with alternative modes of using some or all of 
the given means to realize the end. The end is a known 
function of the quantities of means, of such form that the 
means used according to any mode are subject to dimin¬ 
ishing effectiveness as larger quantities of any means are 
used in that way. That is, the system of technology is 
given and unchanging, in the inclusive sense, including 
“consumption” where any technique is involved (see be¬ 
low, Sec. 5). For simplicity, technical knowledge may 
be assumed to be entirely common, the “best” processes 
known in the society being available to and used by ev¬ 
eryone. Under these conditions, the economic individual 
apportions his economic means among the alternative 
modes of use open, in such a way as to secure a maximum 
total effect; this is obviously achieved when the final 
small increment of means used according to each alterna¬ 
tive mode in which any are used at all adds the same in¬ 
crement to the total result as an equivalent increment of 
the same means used according to every other mode.® The 
qualitatively homogeneous end of the individuaFs eco¬ 
nomic activity in terms of which comparisons are made 
is called utility or want-satisfaction. 

A free enterprise organization is one in which the 
economic activity of a large number of individuals is or¬ 
ganized through the medium of “productive units” each 
made up of one or more individuals and each of which, 
acting as a unit, buys the use of economic means in the 
com])ctitivc market from individuals in exchange for 
“money”, and sells “products” in a competitive market, 

^ In mathematical terms the diffential rates of increase in the re¬ 
sult with respect to amount of means applied are the same for 
all modes of use of any type of means. 
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to individuals,, for money.^ The economic means in the 
hands of an individual may include productive capaci¬ 
ties of his own “person” and productive capacities in any 
other form of which he actually has disposal. In the pres¬ 
ent argument, it is assumed that the productive capacity 
of every individual is invariable; the individual neither 
parts with productive capacity through gift or exchange 
which alters his total, nor suffers loss through deteriora¬ 
tion (under-maintenance), nor acquires it by any of the 
same or reciprocal operations. It may be noted expressly 
that personal capacities are in the same position as any 
other productive resources, apart from technical differ¬ 
ences which must be specified. They are “property”—or 
property is an integral part of the owner’s personality. 

The two sets of markets involved—the market for pro¬ 
ductive services and the market for products—are as¬ 
sumed to be “perfect”, in the sense that prices arc always 
uniform, and the two are assumed to be perfectly coordi¬ 
nated, in the sense that the total money value expendi¬ 
ture of any enterprise for “productive services” (use of 
economic means) is always equal to the total money re¬ 
ceipts for the “products” created by the use of such serv¬ 
ices. We also assume that “imputation” is both exhaus¬ 
tive and perfect; i.e., the payment for every increment of 
productive service is equal to the receipts for the incre¬ 
ment of product dependent upon or added to the total 
by it. In such a system, products are simply services, 
bought at a certain time-rate by consumers. No “goods” 
are involved in purchase and sale, i.e., none of appreci¬ 
able durability; social economic life is an organized mu¬ 
tuality in the rendering of services (production) for en¬ 
joyment (consumption). The concepts of wealth and 
capital have no place in the discussion. 

4. In such an economic order the economic decisions 
and activities of any individual fall into two divisions or 
Money is to be thought of as “iieulrar’ in the sense that it is 
of no significance in itself, but serves only as a means for achiev¬ 
ing coincidence in exchange, and that all changes in its value 
and all activities, speculative or other, which tend to change 
the value of money, are abstracted. 
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stages, the administration of productive resources in se¬ 
curing money income, and the administration of money 
income in procuring want-satisfaction.'^ Prirna facie, both 
sets of decisions involve the solution of an economic 
problem, in the sense indicated above: incomes are made 
to yield maximum utility by correct apportionment 
among different commodities purchased, and productive 
resources arc made to yield maximum money income 
(hence maxim inn utility) by correct apportionment 
among dilferent fields of production. Priina facie, the 
two problem-solving activities are parallel, and on this 
assumption rests the general theory of price as stated at 
the outset. 


II 

5. Critical scrutiny of this two-fold administrative proc¬ 
ess shows first that the two sets of choices arc not alike 
or symmetrical with each other, and second that both 
parts of the equilibrium theory (relative respectively to 
utility and cost), are subject to serious theoretical limita¬ 
tions beiausc they involve assumptions which diverge 
from tile typical facts of cionomic life. On the expendi¬ 
ture side, each individual has “given” a pure (jiiantity of 
a single, objective, homogeneous, fluid resource (money 
income) which he utilizes entirely by ajiportioning it 
among various lines of ex|)enditiire, in procuring “utility”. 
That is, he purchases dilferent “products”, and each unit 
of each product represents an incrt inent of utility.^ 

Cf. Ijclow, esp. Sees, i -^, 17, on the signiheanec of the f.ict that 
only part of the econoinie activity of individuals is organized 
through the market. 

Utility is by definition simply the iinitoriii abstractly (juantita- 
tive aspect of prodiu ts which leatls consumers to pin chase them. 
lUit total utility is. within the range in whidi choice is made, a 
decreasing function, presumably a dilferent finution for each 
individual, of the ipiantity of each product purchased; other¬ 
wise only one product would he purchased, nt) c hoice would 00 
cur and no economic problem of consumption would exist. 

Utility, and any product yielding utility, must he thought of 
as a time-rate or intensity, not a thing. Even the notion of rate 
is unfortunate, as it suggests a cjuantity spread over a period of 
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But there are three fundamental differences, or modes 
of asymmetry, between the economic problem of con¬ 
sumption—the use of money income to procure maximum 
utility—and that of production—the use of productive 
instruments to procure maximum money income. 

first: Productive caj)acity exists in the form of instru¬ 
ments of different kinds, in contrast with money income, 
which is of one kind. (In both cases, the use of the resource 
realizes a single homogeneous end, utility in the case of 
money income viewed as a resource, money income as 
end in the use of productive resources.) The organization 
of different kinds of resources in production is a tech¬ 
nical problem and one of a different kind from any which 
arises in the subjective field of organizing final products 
in consumption.'^ 


time. The dimensional relation is the inverse of this. The eco¬ 
nomic magnitude is inherently a process, something going on, 
not something existing. An anology such as that of hydraulics is 
misleading in that water exists whether it flows or not, and its 
rate of flow is a quantity divided by a time interval. I'he correct 
analogy for economics is current electricity, or better still, light, 
which cannot be thought of as existing without flowing. A quan¬ 
tity of light is inherently a two-dimensional concept, an inten¬ 
sity multiplied by a time, such as a candle-power-hour. The 
economic reality is of the same sort, a process going on in time. 
We cannot think of an instantaneous economic experience, still 
less plan for one. Economic life is a matter of the rendering and 
enjoyment of service, and economic society is basically an or¬ 
ganized mutuality of services. (In the stationary society here 
considered, there is no exchange of capacity to render service, 
or property, and no increase or decrease in such capacity through 
“capital” production or its opposite—no under- or over-main¬ 
tenance.) Different products—services of instruments, human or 
non-human—may be to any extent complementary in their util¬ 
ity yielding capacity. 

Consumption, in the .sense of the objective division we are 
practically compelled to make between production and con¬ 
sumption, also presents technical problems. This separation is 
almost necessarily at the line of the spending versus making of 
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SECOND. The different kinds of productive instruments 
or resources are typically owned by different individuals, 
and Utc productwe capacity belonging to an individual 
(especially labor power—productive capacity in other 
forms is in a more or less different situation to be dis¬ 
cussed separately) is typically all put to a single mode of 
use. This is the principle of the division of labor; with 
division of lal^or absent, economic society or socialized 
economic life does not, generally speaking, arise at all, 
and with division of labor present, there is no apportion¬ 
ing by an individual of his personal earning power 
among dilleient inodes of income earning, corresponding 
to the allocation of spending power among consumable 
j)roducts.‘^ The social organization of different kinds of 
productive (apacity owned by different individuals is a 

money iiuomc by the final consumer. L.ogically. production 
should by definition cover the entire technical or physical proc¬ 
ess, im hiding even such activities as the buttering of bread and 
(onveying of (ooked and served food to the mouth, and even 
the physical act of eating in so far as it is conscious and pur¬ 
posive. Consumption is strictly the subjective enjoyment of 
produits. Hut for pradical |)urposes the economist is more in¬ 
terested in the social organization of economic life through mar- 
k(‘t relations than in individual economic behavior as such, and 
this leads to indusion in (onsumption of all that the final con¬ 
sumer does with jnoducts after they are permanently removed 
from tlie market. Hut the definiteness and permanence of separa¬ 
tion of jirivate economic activity from the market organization 
is a matter of degree, riiis fact is a source of profound difficulty 
in the study of the economic system. In particular it underlies 
the main cliiliculty which sc'ts the central problem of the present 
discnssion—the fact noted above that resources may receive a 
dilferent remuneration on crossing an indifference line separat¬ 
ing alternative occupations, the fact which upsets the cost theory 
of price in its simple form. 

In reality, of course, the division of labor in mcxlern economic 
life is carried another stage beyond that involved in specializa¬ 
tion on products: the creation of a single product in its labor 
aspect is regularly split up into a vast number of detailed opera¬ 
tions assigned to ditiereni individuals, whe:) often live on the 
other side of the world from c^ne another. 
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different kind of process from the organization of the use 
of income by each individual separately.® 

THIRD. The productive capacity owned by an individual 
is available for other uses than the procuring of money 
income—and is to a varying extent devoted to these other 
uses—while money income is not, in the nature of the case, 
available for any other use than the purchase of products. 
This qualification applies to productive capacity in most 
forms, external property as well as labor power. As a mat¬ 
ter of fact, practically every form of productive capacity 
in the possession of every owner is by him apportioned 
in some way between these two general modes of use, 
while labor, at least, is not apportioned by any individ¬ 
ual among a plurality of pecuniary uses. It is this compe¬ 
tition of non-pecuniary employments for resources which 
gives rise to the notion of pain cost—which obviously ex¬ 
ists in connection wdth other forms of productive capacity 
in the same sense as with labor. It is merely an aspect of 
the fact that the economic life of the individual is only 
partly organized into the social system of purchase and 
sale and management of technique by business units. But 
the division is not definite or fixed. On the contrary, 
there is normally a two fold, shifting margin of indiffer¬ 
ence between the organized and the private economy. 
Most types of productive resources are more or less dis¬ 
tributed between the two fields or modes of use, and at 
the same time most individual units of productive ca¬ 
pacity are employed partly in both fields. This last ap¬ 
plies especially to the human being himself, but largely 
to “property” also.^*’ Theory must simply assume that 

^ Both products and productive services are typically comple¬ 
mentary among themselves, while at the same time one kind or 
either may be substituted for another in some degree and with 
decreasing effectiveness; i.e., both products and productive serv¬ 
ices are always both complementary and competitive. But the 
meaning is utterly diflercnt in the two cases, as will be seen from 
the first and second principles of asymmetry. 

Because of the vague and shifting character of the division, it is 
impossible to adhere to the conception of the field for economic 
theory as bounded by the activities of the market system, or to 
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there is a boundary and that it coincides with the true 
logical division between production and consumption, 
including all production, and make corrections for the 
inaccuracy involved whenever it is sufficiently important 
for the issue being considered. 

(). In the money expenditure stage or phase of economic 
life, the economic principle of rational apportionment 
takes the form of the doctrine that in a perfect market at 
equilibrium, incremental utility measures or corresponds 
to price. I'he theory rests on two general principles or 
axioms; first, the principle of economic behavior, that 

draw any dear boundaries. Personal self service, and the use of 
“propel ly” by the owner, may be only accidentally and formally 
outside the pcdiniary system. That i.s, it may be a matter of in¬ 
difference to the individual whether the given result is secured 
through personal self-service—or the use of his “own” [)r()perty, 
as the case may be—or by earning the money through wages or 
leasing the property and buying in the market. Thus one may 
cook at home or work outsiile for money and hire it done or 
buy cooked food, and one may own one’s own house or rent 
from anotlier with the ]>roceeds of some other investment of the 
“capital”. Such an indifferent situation recjuires that the pro¬ 
ductive capacity used by the individual have a market value and 
that the service be j^rocurable in the market, and that the re¬ 
sultant yield the same net utility as self-service. In most cases of 
self se rvice, the resultant is not the same, and the theoretical 
value e(|uivalent «>f the self-service is moreover generally am¬ 
biguous, aecording as it is taken to be the sale value of the 
service lapae ity or the market cost of an equivalent service. The 
most important ease which arises in the estimation of income 
is that of housework, though the total magnitude of self-service 
in the form of proj^erty—houses, furniture, means of conveyance, 
jjersonal effects, etc.,—is very considerable, ft is to be noted that 
the bulk of both personal and property service which does not 
go through the market is not strictly individual self-service, but 
involves a mutuality wdthin some group, especially tlie members 
of a family. This leads to the general observation that all barter 
relations arc technically outside of pecuniary economic society. 

( Phis contrast between the pecuniary and non-pecuniary uses 
of resourc es wall hardly be confused wath that between pecuniary 
and industrial employment popularized by Veblen and Daven¬ 
port.) 
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each individual apportions his money income among 
products in such a way as to get equal increments of util¬ 
ity for each smallest increment of expenditure for every 
product, and second, the market or arbitrage principle 
that there is only one price for the same product in a 
market. The major limitation upon the validity of the 
utility theory of price as a general princijde is that it is 
not true that every individual buys and consumes every 
j 3 ioduct, or is on an indifference margin with respect to 
doing so. It is of the essence of the doctrine of equaliza¬ 
tion as a social principle tJiat no comparison is made be¬ 
tween the utilities of diflerent individuals. It is only the 
“relative”, incremental utility which is equalized. More 
accurately, the price ol the increments of different prod¬ 
ucts having identical utility is the same. The relative 
price of any two products is properly a social, objective 
fact, but the incremental utility of a product (or incre¬ 
ment of product having a given utility) is non-existent 
and meaningless for any individual who docs not con¬ 
sume that product (or is not on an indifference margin 
with respect to it). The ecpialization principle is, then, 
generally valid only in a society where every individual 
buys and consumes every product, with differences only 
in the proportions (or is “on the margin” as to those not 
actually consumed). Incremental utility really measures 
]3rice for any two products, for every individual consum¬ 
ing both (or on the margin).ii 

It should be emphasized that tlic accurate form of the utility 
principle is the statemeni that equal pricc-incrcmcnts of product 
correspond to equal utility increments. It is contrary to the 
principle of diminishing utility itself to say that the utilities of 
any other increments—ordinary physical units—arc “propor¬ 
tional" to the price. 'I his proposition negating proportionality 
holds for all subjective magnitudes. These are never really meas¬ 
ured; the temperature of two objects, in the feeling sense, may 
be equal, but it is never possible to say that one is any numerical 
multiple of the other. Subjective magnitudes can never be com¬ 
pared quantitatively, but only ordinally, except at the equating 
point, and a fortiori can never be added or averaged. 

Minor limitations of the utility principle can only be men¬ 
tioned here. The notion of a utility increment presents difficulty, 
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Inquiry as to the conditions under which an individual 
will not actually consume any particular product, and so 
will not establish an indillerence equivalence between it 
and others which he does consume, raises very compli¬ 
cated questions. To begin with, we may distinguish be¬ 
tween two types of cases. In one type, he is “free’' to do 
so, i.e., there is no physical or technical obstacle prevent¬ 
ing it, but merely the fact of taste. This may again take 
the form that the individual has no desire at all for the 
product and would not consume it even if it were free 
and even if all oilier products were indefinitely high 
priced. Or, it may 1)C that the individual has a potential 
disposition to consume but that at the existing jjrice scale 
and with his given income the incremental utilities of 
final units of other products are higher than the initial 
utility of the one in (|uestion. The border line of this 
situation is, of course, (he case in which one is on a mar¬ 
gin without actual consumption. 

The (ase of “unfreedom” is more interesting and im¬ 
portant, but more difficult to discuss. The assumption 
underlying utility theory is that of literally “simultane- 

l)tcaust‘ it seems to imply that total utility is real anti is an in¬ 
creasing function of the (juantity of any produc t, as long as that 
protiiu t is hought and consumed, and the idea of total utility is 
psychologit ally dubious. 'There are ways to get around the dilFi- 
culty more or less satisfactorily, hut this is not the place to go into 
the tpiestion of the ultimate nature of utility magnitudes, or the 
relation between the utility width has tt) he assumed in order to 
attt^uiu ft)!' conduct t)n the lines of theoretital mechanics and 
people’s actual feelings in det itling tt) buy prt)dut ts. 'I'here aie, 
t)l tourse, limits to the divisibility t)f many lines t)f expenditure. 
In adtlition, there are reservatit)ns abt)ut accuraty of adjustment 
at the margin. Tor many items in an inilividuaTs budget, con¬ 
sumption will be cariietl tt) the pt)int tt) which it wt)ultl he 
tatrietl if they cost nt)thing. This is partly a (t)nsequence of the 
tlisproportionate etft)rt invt)lved in making a small saving near 
the theoretital margin, anti partly it is a print iple t)f cht)ice that 
none at all is fret]uently ])referablc to inct)mpletc satisfat tion in 
a particular line. But t)n the other hand it is t)ften advisable on 
print iplt‘ tt) stop beft)re reaching the pt)int t)f satiety, even where 
tt)sts are inct)nset]uential. 
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ous*' consumption of all products in the budget. This 
condition is realized in practical effect if the individual 
can transfer his consumption from one product to an¬ 
other instantly and costlessly, or it is realized at equilib¬ 
rium if the apportionment of his time among the differ¬ 
ent lines of consumption has been fully worked out, and 
if the final adjustment is independent of the direction in 
which the changes leading to it have taken place. That 
is, the adjustment must be assumed either to encounter 
no resistance, and so to take place instantly, or else to take 
place against a resistance of the nature of viscosity rather 
ihan of solid friction, ft is, of course, the first assumption 
that is commonly made, consciously or unconsciously, i.e., 
that the consumer’s expenditures conform instantly to 
the facts of his momentary utility surface. This does not 
mean that all products must literally be consumed simul¬ 
taneously, but it means that transfers from one to an¬ 
other occur in both directions with relative frequency, 
and rather as a matter of routine, within the period for 
which the consumer’s budget is made, and as the time 
spacing becomes more elongated, and transfers less reg¬ 
ular, this assumption becomes more unrealistic. The 
budgeting of food items may be assumed to conform 
closely to the theory, but that of such items as travel is 
subject to a much wider margin of error, while the no¬ 
tion of rational allocation to an item which occurs but 
once in a lifetime can hardly be held to conform even 
approximately to economic rationality. If the matter is 
gone into at all carefully, it is apparent that the things 
one may do or may not do in the way of consuming 
“products” in large measure “go with” one’s general 
mode of life. In particular, they largely go with one’s 
place of residence and hence with one’s occupation; dif¬ 
ferent modes of expenditure of income present many in¬ 
terconnections and incompatibilities among themselves 
and also with the manner in which the income is se¬ 
cured. These considerations make the “elasticity of de¬ 
mand” a very complicated notion and in particular one 
which varies with the time interval allowed for change, 
as elasticity of supply is recognized as doing. 
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7. Turning to limitations on the principle of rational 
apportionment in connection with the use of productive 
resources in earning a money income, the main general 
observation is that the second and third of the three 
modes of asymmetry between this problem and that of 
using income to jjrorure utility each constitutes an im- 
]jortant additional limitation, in comparison with the ex¬ 
penditure side of the individuars economic life. This is 
particularly true of the second and third principles, as 
they affect labor-power. Insofar as there is effective di¬ 
vision of labor, i.e., insofar as each individual laborer 
works at only one occupation, it is possible to speak of an 
eciuali/ation at etjuilibriuin of money or money-value re¬ 
turn to different units of labor only with respect to classes 
(A laborers wit bin each of which all individuals are quali¬ 
tatively alike and all of whom transfer from one occupa¬ 
tion to another within whatever range they transfer at 
all, witlioiit changing the quantity of labor furnished, as 
measured by the value of the added product and by in¬ 
come received. Oidy within the field of free transfer is 
ecjuali/ation in (jueslion; if two laborers do not transfer 
on the same terms they do not represent the same relative 
(juanlities of labor when working in different industries, 
hence no dermite relative ejuantities. The ecjualization 
principle can them at nmst apply to ihcjse laborers actu¬ 
ally on an indifference margin betw^een any two occupa¬ 
tions at the pcxsitioii of ccjuilibriuin. But if any given la¬ 
borer in transferring at an indifference margin from one 
occu])ation 10 another changes his total earnings there is no 
ecpialization of money-value returns to the same resource 
at ec|uilibrium. Idien we can argue in terms of equaliza¬ 
tion of returns to given productive capacity only if we ei¬ 
ther (a) take account of variations in the fraction of the 
laborer’s assumed total capacity which is used to earn 
money income, or (b) include in income a varying 
amount of non-])ccuniary product; and similarly for pro¬ 
ductive agencies other than labor insofar as the condi¬ 
tions hold. In such a case it will not be true that the 
quantities of the two prcxhicts wdiich have equal value at 
equilibrium will be the quantities cither of which is sub¬ 
tracted from the total output in its industry to add the 
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Other to total output in the other industry, and no simple 
conception of objective cost is applicable. 

It is to be emphasized that the first mode of asymmetry, 
namely the fact that productive resources are of different 
kinds, which arc employed in a relation of technical com¬ 
plementarity, does not call for any limitation or quali¬ 
fication of the equalization principle. Each type of 
resource is separately apportioned among whatever al¬ 
ternatives of use are open to it, in accord with the prin¬ 
ciple of maximizing total return by equalizing the incre¬ 
ment of return resulting from the final increment of the 
resource in each alternative, in the same way whether it 
is used in combination with other resources or used 
alone. The questions affecting the character of equilib¬ 
rium are then the two already noticed, homogeneity of 
units as affected by ownership by different individuals 
and equality of the amount of productive capacity used 
in different industries when an agency or unit is trans¬ 
ferred from one to the other. 

Limitation of the equalization principle in its applica¬ 
tion to productive resources, through restrictions on the 
freedom of the individual to transfer resources (here la¬ 
bor) from one use to another represents a difference in 
degree rather than one of kind as com])ared with the sit¬ 
uation on the money expenditure side. Such limitation 
ties up closely with one aspect of the phenomenon of the 
division of labor. I'here are three fairly distinct grounds 
lor the division of labor, namely innate and accjuired in¬ 
dividual differences, and technical convenience not de¬ 
pendent u]:)(jn such differences. Insofar as individual 
specialization of occiqxition is based on natural differ¬ 
ences in capacity or taste, the limitation on freedom to 
move is obviously of a categorical sort, though still a 
matter of degree. S|>ecialization based on acquired differ¬ 
ences of any sort involves freedom of movement only to 
the extent that the specialization itself is carried out 
rationally, on the basis of complete and correct foreknowl¬ 
edge of relevant future conditions. In other words, free¬ 
dom obtains only before the specialization begins; after- 
w^ards, ac(juired differences arc in the same case as 
natural. Specialization based on technical convenience is 
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the only sort which leaves freedom unimpaired. Such 
specialization applies only to a very few general skills and 
to labor of the very lowest grade, and then only approxi¬ 
mately. (But see later. Sec. i6, last note, on “the other 
side” of labor mobility.) Finally, it must be kept in mind 
that, as already noted, freedom of choice of occupation is 
largely relative to choice of one's mode of life on the con¬ 
sumption side. But a change of occupation is likely to 
involve a change in one’s consumption budget more ex¬ 
tensive than the change in occupation resulting from a 
readjustment of consumption as a starting point. 

The principal to})ic of further inquiry, however, will 
have to do with the third source of asymmetry, i.e., the 
nature, causes, and consequences of the fact that transfers 
of productive capacity may involve a change in total 
money income, apart from cost of movement in a me¬ 
chanical sense. Sucli transfers cannot be assumed to take 
place under the condition of “other things equal” as 
tested by the pecuniary measure. When a transfer in¬ 
volves a change in total pecuniary remuneration, it is no 
longer true that resources are so distributed as to receive 
e(|ual remuneration in money, which is another way of 
saying that the theory of cost in the simple, alternative- 
product form breaks down. How much is left of the al¬ 
ternative cost principle as to validity, what it means, and 
what may be done to reformulate cost theory in a way 
to make it reasonably fit the facts of economic life is the 
main problem which remains to be considered. Prelim¬ 
inary to attacking this problem, however, it will be useful 
to glance briefly at the forms of cost theory as developed 
in the historical literature of economic thought. 

in 

8 . T he cost theory which has, in the main, been assumed 
in the classical tradition, and which in the development 
of that tradition has tended to become clarified and freed 
of admixture of other theories, is one of alternative prod¬ 
uct costs. But there are two versions of this type of theory 
confused in the literature, and the view as a whole is con¬ 
fused with a diiferent type of cost doctrine. Moreover, the 
distinctions generally made, between entrepreneur’s cost, 
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pain cost, real cost, resource cost, and the like, do not get 
at the underlying issues. 

The labor-cost doctrine of the older writers involved 
the alternative-product reasoning in a fairly definite, if 
incomplete and confused, form. This is especially clear 
in Adam Smith’s first, highly simplified, example oi the 
deer and beaver, in The Wealth of Nations, Book I, 
Chapter vi. Smith’s implicit reasoning runs in terms of 
labor, assumed to be allocated between occupations on 
grounds of technical convenience only as above sug¬ 
gested; i.e., a given laborer works either at deer or beaver 
production, not both. But he specifies “constant cost’’ of 
both commodities in terms of homogeneovis, freely and 
fric tionlessly transferable man-days. The real significance 
of this is a constant cost of either commodity in terms of 
the amount of the other given up to produce an addi¬ 
tional unit of the first as its production expands. The 
basis of the argument is simply correct apportionment- 
equalization of the value of increments of yield. This 
principle, turned upside down, or viewed in reciprocal 
form, gives identical costs of equal values, or equal al¬ 
ternative values as reciprocally each the cost of the other, 
since it is the competing use and not the resource service 
itself which is the “real’’ cost. The reasoning also in¬ 
volves, “of course’’, though Smith perhaps did not realize 
it, a diminishing demand price for each commodity in 
terms of the other as relatively more of either comes to 
market. (Cost being uniform here for all units, the qual¬ 
ifier “marginal’’ or “incremental’’ though valid, is redun¬ 
dant.) 

Labor in this account means the homogeneous pro¬ 
ductive service of human beings measured in units of 
individual’s time. In effect it may stand for any physically 
measurable productive resource freely available for both 
lines of employment, and unreservedly used in one or the 
other. Pain, or “irksomeness”, has in general no meaning 
unless it represents a variable alternative use of labor (re¬ 
sources) outside the field of production for sale. But the 
choice of varying degrees of working and not-working has 
no bearing on the case as long as its role is the same in 
alternative fields and to all resource units, and for the 
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whole range of choice; i.e., as long as any unit of resource 
transferred from one industry to the other always main¬ 
tains the same rate of production in money value tcrms.*^ 
Neither pain nor any form of psychological attitude to¬ 
ward either occupation really enters into Smith's reason¬ 
ing. It holds exactly as well if we substitute, say, acre- 
years of land service for man-days of labor.^*^ The theory 
will, in fact, be unaffected, even if there is a subjective 
difference between the two occupations, in the sense that 
an “hour's” work at one is preferable in any degree to an 
hour’s work at the other, as long as workers (resource 
owners) choose to take or give the difference in the sub¬ 
jective cost of an “hour” at the respective occupations in 
the form of a compensating difference in the fractional 
number of hours worked—or to adjust their speed or 
manner of working in any other way—so as always to get 
the same total money income in both occupations. It is to 
be noted, however, that if we are to get Smith’s result of 
a constant cost curve, we must assume all laborers alike, 
and must also assume comj)lcte division of labor. If la¬ 
borers differ, or if the individual laborer combines the 
two occupations under the condition which obtains in 
combining lines of consumption, i.e., diminishing rela¬ 
tive utility (increasing disutility) wdth changing propor¬ 
tions, the result will be increasing cost—of one product 
in terms of the other, which is the meaning of cost in the 
sense in which it “determines” price. 

As already observed, when a number of productive 
agencies of different kinds cooperate in the production 

Kcoiioinit theory has no [jrojjer concern with pain in any case; 
all allernalives must be assumed to offer diff erent ])ositive mai^- 
nitudes ot utility as long as life itself is chosen. Even if this were 
not so, and some choit es were choices of lesser “disutility” rather 
tlian greater utility, the datum for etononiic analysis would be a 
prelerence-scale without distinction between positive and nega¬ 
tive states. 

^'■^In fact, it still holds if there is no resource cost—say, if pro¬ 
ducers get the prothicts by wishing, as long as they have to choose 
between one unit of one j^roduct and a fixed number of units 
of the other (and if there is some limit f)n the total amount of 
products to be had, so that they will command a price at all). 
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of particular products, the theory is not changed in prin¬ 
ciple, though strictly constant cost is rendered improb¬ 
able. (Cost will increase more or less where output ex¬ 
pands.) Each “factor" is apportioned independently, its 
proportion in combination with others in each use being 
variable, and reappoitionment involves changes in pro¬ 
portions (except under the improbable condition that 
the conditions of mobility and of relative productivity 
in all uses arc identical for all the factors). Increasing 
proportions of any “factor" in any use involve diminish- 
ing physical returns- and more rapidly decreasing value 
returns, but it is the physical relation ^>\hich must be 
viewed as “determining" price. Decreasing physical re¬ 
turns from any relatively more mobile factor involves in¬ 
creasing cost of any product in terms of alternative prod¬ 
ucts. rhe condition of production equilibrium is not 
affected by a plurality of factors cooperating in pro¬ 
duction. 

Smithes next succeeding chapter after the deer-beaver 
discussion, i.e.. Book I, Chapter vii, is perhaps the near¬ 
est a])proach to an exposition of these fundamentals to 
l)e met with for considerably over a century, or at least 
piior to Menger’s Grnndsdtze, which is better in some re¬ 
spects, but inferior in others. The glaring defect in this 
chapter, and one which affects the work as a whole of all 
the classical writers, is the lack of understanding of the 
concepts of elementary analysis, though these had been 
fairly well worked out before Adam Smith was born. The 
economists did not understand the significance of incre¬ 
ments of change (not to speak of the refinement of limit¬ 
ing ratios) in connection with the function of a single 
independent variable, and “still less" the j^rinciple of cor¬ 
relating an effect with an individual element in a causal 
complex by varying that element while holding the others 
constant. But in addition to failing to explain the quan¬ 
titative relation between product price and the income 
of the factors individually. Smith leaves doubt in the 
reader’s mind as to whether he really saw that his ordi¬ 
nary or average remuneration of a factor is simply the 
maximum equalized rate obtainable on an existing sup¬ 
ply, without unemployment. 
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g. Smith, in his later chapters, did not hold up to the 
realistic relativism of Chapters vi and vii, and set a prece¬ 
dent for still wider departures from the straight course 
by Ricardo and his followers. The most important points 
for notice in a historical sketch would be the treatment 
of cost as pain instead of the use of resources (withdrawn 
from some other use, which is the “rear' cost) and in con¬ 
nection with this the interpretation of the capital element 
as the sacrifice of abstinence and the shunting of land-use 
out of a cost-determining role. But the point for empha¬ 
sis here is that to regard cost as pain instead of the (indi¬ 
visible) use of productive agencies, including laborers, 
does not mean departure from the alternative-product 
princi])lc, and that this principle gives the real position 
of the classical writers. Ricardo is as clear as it is possible 
to be (see Principles, Chapter iv) that the process of price 
fixation is one of equalizing the return on transferable re¬ 
sources through systematic transfer from less to more pro¬ 
ductive uses. And this, as we have seen, implies the al¬ 
ternative product conception of the final nature of cost. 
Senior is just as explicit {Political Economy, octavo edi¬ 
tion, p. 97) as is also Cairnes {Leading Principles, p. 59). 
J. S. Mill is notably less explicit on the mechanism of ad¬ 
justment, and is probably to be classed as holding, at least 
in his chapters on cost, the very different type of cost the¬ 
ory attributed below to Jevons. 

The capital element in cost, like the labor element, was 
nominally accounted for as pain, but the real logic of 
the treatment of capital was rather that it merely sup¬ 
ports labor in production instead of producing, and goes 
with labor, or labor goes with it, in fixed proportions in 
transfers between employments. Ricardo's labor cost the¬ 
ory is ostensibly a labor-and-capital theory (Cf. explicit 
statement. Principles, Conner edition, p. 59), and is in 
substance as much a capital-cost as a labor cost theory; 
his alternative cost argument (Chapter iv) assumes that 
it is capital which moves from one field to another to se¬ 
cure equal return, carrying the corresponding labor with 
it. 

Both Smith and Ricardo (as well as Mill) discussed 
differences in wages and profits in different occupations; 
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not differences in rent (Book I, Chapter xi), however, 
though in Smith's chapter on rent there are observations 
related to those he makes in Chapter x regarding the 
other two factor remunerations. Some of the differences 
are really ‘‘equalizing" while others relate to real differ¬ 
ences in total long-run income. It goes without saying 
that no notice is taken of the difficulty which such differ¬ 
ences raise for the equalizing principle and for cost the¬ 
ory, which is our special concern in this paper. It is in¬ 
teresting to note that Ricardo places more emphasis on 
sentimental preferences of the capitalist between employ¬ 
ments for capital than on differences in the "irksomeness" 
of different occupations to the laborer. In Chapter i, Sec¬ 
tion II, also, his position on kinds of labor reduces to 
making the pay the measure of the work. 

It is not clear whether land use was held by the classi¬ 
cal writers to be outside of the cost relation because land 
was not supposed to be affected by "pain" or because land 
was considered to have only one use. I’here are traces of 
both views, both of which, of course, are entirely falla¬ 
cious; the owner of land experiences "pain" in putting it 
to monetary instead of direct uses, which is the economic 
meaning of labor pain. 

Land may be regarded as an extreme example of a rela¬ 
tively immobile resource, i.e., as one completely immo¬ 
bile, having only a single use. It has already been made 
clear that the cooperation of resources of different degrees 
of mobility affects neither the general principles of ap¬ 
portionment, nor value relations at equilibrium. But 
completely specialized resources present a difference from 
the standpoint of the relation of the service value to prod¬ 
uct price. From the side of "distribution", that is, the pric¬ 
ing of the specialized service itself, no difference results 
—assuming that the industry using a specialized resource 
is competitive. The "units" of the resource will be appor¬ 
tioned among enterprises in the same way, and each "unit" 
will get its incremental contribution to the product re¬ 
gardless of whether the competition for its use takes place 
between producers of a single product or of any number 
of different products. But the relation of the price of the 
service to product price may properly be said to be re- 
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versed; the payment to a specialized agency is price-de¬ 
termined”, while the payment to an agency competed for 
by different uses—or the use of the agency, itself—is “price- 
determining”. 

Thus the classical tiieory of rent as a residual share is 
valid in connection with productive agencies which ac¬ 
tually are specialized, or insofar as they are. The ques¬ 
tion of actual classification of productive agencies into 
specialized and unspecialized cannot he taken up here, 
beyond noting that it would in no way correspond to the 
traditional “tri partite” system of “land, labor, and cap¬ 
ital”; it is almost wholly a matter of degree, and largely 
a matter of the length of time allowed for transfers from 
one field of use to another. It should hardly have taken 
a century and a half or so for economists to see that the 
‘‘residual” idea is theoretically applicable to any instru¬ 
ment remuneration and that it is reducible to the product- 
increment principle; if all “other” instruments in a com¬ 
bination get their incremental contributions, and a 
particular one gets what is left, this last will also be get¬ 
ting its own incremental product. But the residual prin¬ 
ciple does have a certain special application to the case of 
“[^rice-determined” remunerations.^^ 

’ * Agriculture is perliaps at least as largely a stage in the produc¬ 
tion of inaiiutac lured products as it is a matter of producing 
dillerent [products, coinj)eting with manufacturers tor the use 
of resources. The division between the operations carried on on 
the larm and those carried on elsewlierc is a matter of shifting 
tei Imological detail. But, again, the case is altered somewhat if 
we take the standpoint of a national economy largely concerned 
either in producing agricultural products in exchange for manu¬ 
factures. or importing “raw produce” for a manufac turing in¬ 
dustry. esptxially, again, if the latter is largely on an export 
basis. 

riiis concej)ti()n of agriculture as a separate industry gives a 
certain intelligibility to Mill’s one-sided position regarding rent 
in the ninth proposition of his familar summary of value theory 
(/V/nr/p/rv. Bot:)k III, Chapter xi). d'he statement that “when 
land capable of yielding rent in agriculture is applied to some 
other ptir[)ose. the rent which it would have yielded is an ele¬ 
ment in the cost of production of the commodity which it is 
employed to produce” without recognition of the converse case 
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The existence of agencies more specialized to particu¬ 
lar uses and their employment in combination with those 
less specialized, is a sort of extreme case of the coopera¬ 
tion of agencies specialized (or mobile) in various de¬ 
grees, and does not affect the validity of the principle of 
alternative-product cost.^® This theory is valid for the 
determination of the relative price of any two products 
as long as any part of the productive capacity used in 
making one is also used in making the other, and is freely 
(continuously and costlessly) transferable between the 
two uses, under the caeteris paribus condition, especially 
as to unchanged total earnings. The chief limitations on 
these assumptions have to do with the two cjuestions, first 
as to the possibility of treating two units of resource as 
homogeneous when they belong to different owners, and 
second as to the meaning of freedom of transfer when 
the conditions of choice between pecuniary and non- 
pecuniary employments are different in the two occu¬ 
pations. 

The sacrifice cost of the classical writers, and which in 
greater or less degree still permeates the literature of eco¬ 
nomics (notably Marshall), is “really" alternative-product 
cost, so long, and insofar, as the real meaning is that of 
equalization of the pecuniary return on mobile resources 
through economic allocation between competing uses. It 
does not matter whether the rendering of service by re¬ 
sources in production is thought of as inherently or es¬ 
sentially “sacrifice", or as the brute fact of using given 
instruments, including the human being as a productive 
instrument for the production of a product having value, 

may be defended from this standpoint. For tlie transfer of a 
little land from agriculture to industrial use would make land 
a free good in the latter field without noticeably affecting its 
value in the former, and conversely, the value of land for indus¬ 
trial purposes might be raised to famine levels by transferring 
into agriculture an amount of land negligible in that field. The 
immediate products of agriculture are, of course, numerous, and 
the final prc^ducts into which they enter, innumerable, and this 
is largely true of any type or piece of land. 

Sometimes called displacement cost. Cf. Robbins, Economic 
Jourfial, March, 1934. 
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provided the issue or choice involved is that of using the 
same service or undergoing the same pain in making the 
product as in making another—“other things being 
equal”. As a matter of fact, the principal resource used 
in production is even now the “labor” of human beings, 
and this was no doubt the case to a still greater extent, 
statistically speaking, a century or two ago. In this em¬ 
pirical, (piantitative and partial sense, the labor cost 
theory can be defended. Moreover, productive property, 
in “land” or other forms, can be traced back historically 
to “abstinance”, with allowance for miscalculation and 
imperfect foresight. 

But the exposition of the theory that labor or pain is 
“the” cost of products, and the readiness of students and 
the reading public to accept it, has undoubtedly been as¬ 
sociated with a completely different conception of cost 
and its relation to price, which is generally more or less 
mixed up with the alternative-equalization reasoning. 
This other doctrine is connected with the strange, primi¬ 
tive notion that laljor is the “essence” of value in some 
metaphysical or absolute sense. Unless “labor” is defined 
in a question-begging way, this theory is almost entirely 
fallacious, but that the early writers more or less fully 
accepted it is clearly shown by the fact that Smith and the 
others started out from the necessity of labor as the basis 
of the existence of economic value.The basic fallacy is 

Clf. Wicser, Natural lvalue, and Whitaker, Labor Theory of 
lvalue i7i Lfiglish Political Economy on the three problems of 
value, its essence, measure, and cause. 

This strange conception is unquestionably the basic fallacy in 
the main tradition of British classicism, one from which even 
Marshall was by no means free. Senior, of course, said as ex¬ 
plicitly and emphatically as possible that labor cost has no sig¬ 
nificance in relation to j)rice other than that of any other force 
limiting supply. This in itself is ambiguous, as the issue relates 
to two modes of limiting supply as will be brought out presently. 
Later on, as already noted. Senior came out explicitly for the 
ecpialization mechanism. Vet in the bulk of his argument, to say 
nothing of later writings of the school, it continued to be as¬ 
sumed that cost really means labor, or some form of pain. Sen¬ 
ior’s own main contribution to the system of classical dogma 
was, of course, the notion that the capital element in cost could 
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a confusion between absolute and relative value. If we 
could think of economic life with only one “product*', 
with its value varying inversely with supply and supply 
limited by the competition of “leisure” uses for the time 
and energies of men and similar non-economic uses for 
other resources, it would make sense to say that labor was 

be reduced to terms of pain in the form of abstinence and hence 
to homogeneity with labor cost. (He did not propose an absti¬ 
nence theory of the rate of interest or prolit; this view was read 
in to his work by lidhm-lhiwerk who, however, gave a very dif¬ 
ferent interpretation of J. S. Mill’s identical theory.) I'he reasons 
for the tendency to assume that the economy of labor is in any 
sense different from the economy of any other factor limiting the 
supply of desirable (goods and) services present a psychological 
problem to the solution of which the present writer has at the 
moment no contribution to offer. (It may not be fanciful to 
suggest that the interconnected misconceptions of product, of 
cost, and of capital in the classical writers are tied up with the 
primitive theory of the origin of effort in the world as a punish¬ 
ment for sin: “In the sweat of thy face shall thou eat bread”. 
Genesis, 3, 19.) It should be obvious that labor or sacrifice has no 
(piantitativc character except as defined by an organized system 
of comparisons, and in fact none of a definite or veal sort, apart 
from a developed social exchange system. As noted aliove, sub¬ 
jective factors have significance in economic analysis only to the 
extent that they change their roles with changes in the organiza¬ 
tion of production, i.e., as the “pain” changes in cjuantity when 
production shifts from one field to another, as measured by 
change in value product. 

"^Idiere is a labor-cost margin between any two products if the 
transfer of laborers (or of “labor”) from one to the other with¬ 
out change in remuneration is an element in their relative sup¬ 
plies at different prices, just as there is a margin in terms of any 
“freely” transferable productive resource similarly involved. 1 
cannot see, however, that there can ever be a pam cost margin 
in any proper sense, since pain is never in itself productive of 
economic value. Hiere might conceivably be cases in which a 
separable element affecting relative supply would be the suffer¬ 
ing of less pain in one occupation and more in another, so that 
it might be said that pain as such was transferred from one to 
the other. But under no imaginable conditions would the de¬ 
crease and increase of pain occur to the same individuals, hence 
there would be no possibility of a quantitative comparison. 
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the basis and measure of value; but price, and the value 
which it measures, are purely a matter of relation be¬ 
tween different products and arc affected by cost only in¬ 
sofar as the latter influences tlicir relative supplies. The 
nature of this influence it is the task of theory of cost and 
price to make clear. 

lo. This “other” type of cost doctrine, diametrically op¬ 
posed to the alternative product concc])tion, is closely 
connected with the fact of specialized resources, and dis- 

'^Rienrdo never really pretended to demonstrate a lal)or cost 
ilieory of value. In Chapter I of the Folilinil Eroiiojiiy, he argues 
that value is approximately proportional to laljor cost, but only 
on the ground that capital cost is also proportional to labor— 
which makers it logically just as much a capital cost thc’ory—and 
also with the express assimiption that cjiiantily of labor is meas¬ 
ured by the wage paid. In Chapters iv and xx\, as already noted, 
he makes it clear enough that he thinks of price as determined, 
through changes in relative supply, by the transfer of productive 
ac tivity from one field to another, witli an implied ecjuilibrium 
conditioned by maximum return. Ilis notion of the transfer of 
productive activity was that of a shift of labor-and-capilal in 
unvarying proportions. (See explicit statement, Conner edition, 
p, 59, that (]uantity of capital is the same thing as saying (|uantity 
of labor.) Smith sonictiines implic'S clearly that the propc^rtions 
of labor and capital are fixed (W'rallh of A‘(itions, Cannan edi¬ 
tion, Vol. 1, pp, 419 at top, 422 at middle); but Chapter v of 
book II is taken up with discussing the differences in the cpian- 
tity of labor which eijual capitals are cajiable of putting into 
motion, which “\aries extremely according to the diversity of 
their employment”. In this connection, Smith still assumes that 
the jiroportions are fixed in any given emjiloynient. Ricardo 
assumes in his work after Chapter I that he has demonstrated 
that value is rigc^rously detcrininc'd by cjuantity of labor alone, 
no proc ess of adjustment being indicated. Such reasoning is, in 
fact, characteristic in Ricardian price theory. It was this Ri¬ 
cardian pure assumption, which was taken over by Karl Marx, 
as the cornerstone of value thc'ory in “scientific” socialism. 
Marx’s own “dcanonstration” of the principle in the first pages 
of Das Kafyital can hardly be taken as having been meant to be 
taken seriously. It is too obvious that the heterogeneity of use 
value, on the ground of which he dismisses that derivation of 
economic value, is fully as applicable to labor itself. 
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cussion of that topic naturally leads into it. Somewhat 
Strange to say, it is found in a rather pure form, as con¬ 
trasted with alternative-product theory, in the work of 
Jevons,^® who was in so many respects one of the clearest 
and most profound analytical minds among the makers 
of the literature of economic theory. Jevons’ theory of 
cost rests in the first place on the ‘‘classic al'' assumption 
that labor produces all value (which as already noted is 
still more than half true in statistical fact, though com¬ 
pletely false and misleading as a principle). It then adds 
the assumption, almost entirely false, both empirically 
and in principle, and of which even Ricardo was not di¬ 
rectly guilty, that labor is absolutely specialized, that 
each laborer is tied fast to the production of his particu¬ 
lar product, unable to transfer on any terms to any 
other.^^ He assumes, in the third place, that labor is sub¬ 
ject to “increasing disutility",2o to the laborer, while his 
total product is subject to decreasing utility, to him. 
This latter is, of course, an entirely different matter from 
the decreasing relative utility of a particular product to a 
consumer with increasing proportions of tliat product to 
others in his consumption. It is also assumed (fourthly) 
that each laborer is free to work as much or as little as he 
chooses in return for the total product of his labor (less 
“deductions’’ for interest and rent); and (fifthly) that 
each exchanges his product for the products of other la¬ 
borers in a perfect market. It is chiefly the second assump- 

Theory of Polilical Ecouotny, Chapter iv, final section (pages 
iGi'6, 4th edition), and Chapter v, passim. 

Jevons seems to assume in his discussion of capital that that 
factor, which in classical style increases the productivity of labor 
but docs not itself produce, is competitively apportioned among 
different fields of use; but the roles played by capital and land 
or the payments for their use as costs in Jevons’ theory do not 
affect the present argument and will not be further considered 
here. 

It is, of course, a much debated cjuestion whether the .supply 
curve for labor as a function of iis wage is ascending, horizontal, 
or descending. Mr. R. F. Harrod reaches the conclusion that it 
is descending [Economic Journal, Vol. 40, 1930, pp. 704-7) but 
his assumptions seem to me unwarranted, and the argument as 
a whole inconclusive. (Cf. below, Sec. 19.) 
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tion, that labor is specialized, which reverses the deer- 
and-beaver, constant resource-cost situation and which is 
important here. The first assumption, that “labor pro¬ 
duces all wealth”, need not cause confusion if one 
merely remembers to substitute in reading the more gen¬ 
eral “productive capacity” for “labor”. 

In such a productive organization as Jevons assumes, it 
is not justifiable to say that cost either “determines” or 
is equal to price in any general, social sense. The (mar¬ 
ginal, incremental) utility of every product can be said 
to be “equal” at equilibrium for each consumer of that 
product to the (marginal, incremental) “disutility” (com¬ 
peting utility of leisure) of the productive capacity ex- 
])endcd in producing the unit of the consumer’s product, 
in his capacity of producer, which is exchanged for it. 
And, of course, the marginal utility of equally priced 
units of any two products will be equal to every con¬ 
sumer of both. But under these conditions there is no 
comj)arison of the “disutilities” (sacrificed non-pecuniary 
utilities) involved in the production of any two products, 
since no two products are ever produced by the same in- 
tlividual (and no individual works on an indifference 
margin between them); lienee there is no possibility of 
saying anything about the relative costs of any two prod¬ 
ucts, even at the ecpulibrium point-cxcept, of course, in 
tlie sense of the market value of the productive services 
used to jiroducc them. Under the conditions imposed, 
value cost is merely a reflection of the value of each prod¬ 
uct separately. Subjective costs do affect prices, for each 
product has a supply curve which is affected by the 
< hoices of every individual concerned in its production. 
But such costs arc entirely incommensurable for different 
products and even for different units of the same prod¬ 
uct.-^ 

It is to be kept in mind that these limitations apply more or 
less on tlie side of expenditure—i.e., to the theory of utility and 
prite--as well as on that of protluction, to the theory of price 
and (osl. The psychology underlying the thinking embodied in 
the familiar slogan, “Equal pay for equal work”, would make 
an interesting study. It is taken for granted that equal money 
remuneration means really equal pay, but the pecuniary defini- 
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11. What the later subjective value or Austrian school did 
in the field of cost was to revert to the simple view of pro¬ 
duction as a matter of allocating the entire capacity of 
any productive agency or factor-unit to the use most pro¬ 
ductive in money terms, thus equalizing pecuniary pro¬ 
ductivity for all units. This procedure, as noted above at 
the outset, ignores the possibility of a change in the earn¬ 
ings of any agency or unit in crossing an indifference 
margin from one field of use to another. In particular, it 
ignores “real” wage differences, differences not of the 
equalizing sort, and differences similar in principle in the 
yield of property in different fields of use.22 These ab¬ 
stractions probably do not involve departure from reality 
very great in quantitative importance. But on the other 
hand it must be rather exceptional that the theory in this 
form exactly fits the facts and in particular cases the dis¬ 
crepancy will be wide. Both in the interest of completing 
the theory and for the sake of understanding the diver¬ 
gence of view between two great historical tendencies in 
economic thought, it is necessary to carry the analysis 
farther and explain as far as possible what is the meaning 
of cost where at equilibrium monetary returns to similar 
productive services (differently owned) are not equalized. 

tioti of die quantity of work is rejected. There is no doubt a 
difference in degree, but in principle, the two relations are alike; 
any general theory on the basis of which it is possible to call two 
monetary incomes equal, when the recipients do not expend 
them on exactly the same commodities, compels acceptance of 
the money measure as defining the t|uantity of service rendered 
in earning the income as well. In fact, even when the external 
physical expression or embodiment of income is identical, even 
as to proportional composition, the incomes of two individuals 
are equal as totals only on the assumption that the individuals 
are alike. As Jevons clearly stated {Theory, 4th edition, p. 14) 
but as the Austrian school failed to grasp, the utility principle 
rests on the relative utilities of components in consumption to 
identical individuals, and says nothing about the relative utility 
or “disutility” of anything to different individuals. All reference 
to the principle of diminishing utility in connection with in¬ 
come as a whole rests on social-moral premises entirely outside 
the field of economics as such. 

-- Cf. above. Sec. 4 and note. 
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Suggestions for the Reconstruction 
of Cost Theory 


IV 

12. Wc turn now from criticism and history to a brief 
constructive summary of the theory of cost in its relation 
to sujiply and price. The starting point of all thinking 
in this field is the notion of “rationar’ choice, choice re¬ 
sulting in more rather than less of a desirable ^ result, 
hence in general of a maximum under given conditions. 
The problems of economic theory have to do, in the sec¬ 
ond j^lace, with cojitinuin^ alternatives, with the terms 
of choice between strearns or floras of desirable result (see 
above, Sec, 5, note on dimensions) and all conditions af¬ 
fecting transfer from one alternative to another. The cost 
of any alternative (simple or complex) chosen is the al¬ 
ternative which has to be given up; where there is no 
alternative to a given experience, no choice, there is no 
economic problem, and cost has no meaning.^ 

’ See above. Sec. 8. 

- The scientific problems of explaining the phenomena from 
other staiulpoints—physics, biology, psychology, history, etc.— 
would still exist. I hese other modes ol explanation are always 
open in the case of what wc call economic phenomena, but when 
explained or viewed from a causal standpoint in either the me- 
( haniial or the historical sense, the concept of economy has no 
meaning. Moreover, the concept of economy apjdies to moti¬ 
vated beiiavior only in so far as the motive is a definitely foreseen 
end ol some sort; it does not apjily, for instance, to explorative or 
problem-solving activity. 

fhese distinctions define what seem to be the four or five 
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13. Speaking practically and in terms of the way in 
which men think in the time-space-matter world, the 
notion of economy involves the economy “of” some¬ 
thing, or maximizing of yield from its use. What is 
economized, we call “means”, or “resources” (the latter 
term seems to carry a somewhat more specific reference 
to economic means, or means as economized by rational 
choice and administration). More accurately, we econ¬ 
omize the use of resources, use having always a time di¬ 
mension. As already noted, this clement of means or re¬ 
sources is not logically necessary; much of the theory of 
economics would hold in a situation where ^people lived 
by simply wishing, if we imagine appropriate conditions 
of choice attached to the wishes. But in the actual world, 
the “given conditions” under which we maximize yield or 
“utility” do result very largely from the limitation of 
fairly identifiable and even measurable means, including 
the capacities (we inaccurately say the “time” or even 
“time and energy”) of the choosing individual in his im¬ 
mediate person and of external objects subject to his dis¬ 
position and control.*^ In the nature of use capacity, or 


main “approaches” to the phenomena of economic life as phe¬ 
nomena, and they apply to all human social processes or events. 
Such things can be viewed as: (a) natural })henoniena, including 
animate nature; (b) motivated activity, with the motive a defi¬ 
nite end (the ordinary point of view of economic theory); (c) 
activity motivated in ways more indefinite and obscure, includ¬ 
ing such “ends” as curiosity, novelty, problem-solving, value 
creation, and most of our social interests (which seem to be the 
real substance back of most of our economic wants); (d) culture- 
historical sequence. I'he last point of view detaches social phe¬ 
nomena rather completely from the world of nature, including 
that of human behavior in the literal sense. The clearest exam¬ 
ple is language, which is studied in terms of its own independent 
categories and laws, having much the same relation to human 
society as the science of botany has to the soil in which plants 
grow. Other human phenomena, including those of production, 
marketing, etc., can be studied in the same way. 

^ No clear boundaries can be set to the domain of action coming 
under the economic principle. The truth seems to be that all 
four of the viewpoints or approaches already distinguished are 
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economic capacity, will presently be found to reside the 
crux of the problem of cost. The type of analysis which 
economic theory gives is meaningful only if we can ob¬ 
tain a clear conception of a capacity or potentiality the 
yield of or on which is realizable in different ways or 
forms, among which the capacity is apportioned in accord 
with the economic principle of maximizing total yield 
through equalizing increments of return from equal in¬ 
crements of capacity in all the alternatives of use. (In 
mathematical terms, this will read, equalizing differential 
rates of increase in return in all the alternatives.) 

Economic cost, then, consists in the renunciation of 
some “other" use of some resource or resource capacity 
in order to secure the benefit of the use to which it is ac¬ 
tually devoted. The uses of resources alone may have di¬ 
rect or primary value. But the fact of comparison and 
choice among uses gives any resource capacity the value 
of tlie best use of tlie “last" unit, i.e., of any unit when 
the whole stock is employed in the best way. This may be 
zero, in which case the agency is a “free good" and as 
such is not a resource in the economic sense. Under com¬ 
petitive enterprise, as roughly defined at the outset of this 
paper, the capacity of any resource gets uniformly the 
pecuniary value of the incrementally most valuable 
“product", so that its employment in any less remunera¬ 
tive way involves a pecuniary loss. (All uses and values 

c'lemcius or aspects of our activity ratlicr than distinguishing 
marks of dilfcrent kinds of ac tivity. Economic activity is merely 
that in which the problem is predominantly economic, and the 
distinction must finally he more or less arbitrary. For example, 
tlie painting of a picture involves the use of resources, including 
especially the time and energies of the painter, as well as other 
material; it will hardly be contended that the problem is one of 
economizing these resources. Similarly, it is unrealistic to view 
a “social" occasion (in the sense indicated by the quotation 
marks, such as a conversation, a party, or a picnic) as an eco¬ 
nomic phenomenon. (A graduate class in economic theory will 
usually include a few individuals disposed to argue the ques¬ 
tion.) In such cases it is difficult to contend that there is any 
tendency for the luiman value realized to correspond with cost 
in a definable sense. 
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are to be thought of as having a time dimension, as 
“streams” or “intensities”.) 

It must be kept in mind that the conception of econ¬ 
omy, of choice among resource-users, and of cost, does not 
necessarily involve different kinds of results from use. On 
the contrary, results must be quantitatively comparable, 
hence homogeneous in the quality of being valued. Al¬ 
ternatives of use are modes of using a resource in realiz¬ 
ing a given result, and in an enterprise economy, the 
plurality of enterprises bidding for the use of a resource 
count as alternative modes of use open to its owner. 
There need be no other alternative open; these are 
enough, as already pointed out, to bring about impu¬ 
tation of the product value to the service. (Monopolistic 
action on the part of either owners or users is not in 
question here.) 

14. The theoretical analysis of enterprise economy for 
the purpose of explaining cost-price relations will neces¬ 
sarily begin with extremely simplified conceptions, and 
will proceed by successive stages of complication toward 
the particular compromise between generality and ap¬ 
plicability to the real conditions of economic life which 
appeals to the individual analyst as a stopping point."^ 
Only a fairly complete discussion of the steps in such a 
development will enable one to be clear as to just what 
abstractions arc involved at any stage; but only the brief¬ 
est indication of the sequence can be given here. We start 
fiom the notion already developed of enterprise (in con¬ 
trast with “exchange” economy) which is necessary to give 
rise to pecuniary cost and to distribution in any realistic 
sense. To secure any approach to realism, we must dis¬ 
cuss the theory of enterprise under the condition of a 
complicated plurality of kinds of resources, distributed as 
to ownership in something like the manner characteristic 
of modern “free” society with its “property” system. Sim¬ 
ilarly, it is necessary to postulate certain technical and 
other conditions of organization: the production of each 

^ Cf. above. Sec. 12, on other points of view from which eco¬ 
nomic life may be studied. 
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individual “product”, as named and priced in the market, 
is to be carried on by an indefinitely complex coopera¬ 
tion of different kinds of resources, each hired by enter¬ 
prise on competitive terms, from diverse owners. And we 
must assume such technical conditions as will give rise to 
decreasing technical efficiency of the individual enterprise 
with increasing size, beyond fairly narrow limits, in order 
to have numerous enterprises in every “industry*' and to 
have competition.^’ 

Our problem has to do with the relation between cost 
and the selling price of products, especially with the ques¬ 
tion when and in what sense and how costs “determine" 
prices. It is assumed that prices at any time are deter¬ 
mined by the supplies of goods and the tastes and pur- 
The cjuestion of the relation between size and elficicncy in the 
individual finii is a very dilficult one to discuss in general terms, 
as it depends largely on human and moral considerations and all 
sorts of subtle and accidental conditions. For perfect competition 
we must clearly have either complete specialization between 
firms—each firm making only one product and a large number 
making each, or similar conditions of joint production of given 
groups of products. It will not do in this connection to confuse 
firm with technical unit or plant as does Professor Pigou for 
example. {Economics of Welfare, Part II, Chapter xi, Section 
6, 4th ed., pp. 219-20). There is little connection either way; 
a firm operates any number of plants and a given technical 
performance is divided up among a number of firms. The re¬ 
lation between size and efficiency in a plant is more of a me¬ 
chanical problem and significant statements can be made in 
terms of general theory— (relations between length, surface, and 
volume—relation to human scale, increasing cost of coordina¬ 
tion, etc.). 

Nicholas Kaldor argues {Economic Journal, March, 1934) 
that tfie indivisibility of some element, finally the entrepre¬ 
neurship or management factor, is the only explanation for the 
fact that size is not a matter of indifference in the efficiency 
of the firm. But management is typically in the hands of “boards” 
the members of which actually have innumerable other duties. 
Only under the condition of an individual manager restricted 
to that occupation exclusively (which is unusual and rarely or 
never prescribed) would this theory seem to be intelligible. In 
general, the notion of a quantity of management activity, if 
management is more tlian a routine, is difficult to visualize. 
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chasing power of consumers.® Costs then, influence prices 
only indirectly, as they influence the supply of products. 
Since price is relative, costs are chiefly significant through 
their effect on relative supply, though in view of differ¬ 
ences inelasticity of demand absolute as well as relative 
supply must be taken into account. The cost which im¬ 
mediately affects supply and price is, under enterprise 
economy, the necessary money cost of the producing unit. 
The pecuniary costs of products are identical with the 
payments for productive services and with the incomes of 
product purchasers, so that variations in cost affect de¬ 
mand as well as supply. A complete account of costs and 
price must deal with the economic system as a whole, but 
in line with the usual practice we shall here consider only 
the effect of cost on supply, taking the consumer situation 
in its entirety as given. The problem of supply is that of 
the apportionment of resources, or resource capacity, 
which, as already pointed out, involves two phases, the 
apportionment among product-uses or “industries'', in 
the earning of money income, and the apportionment be¬ 
tween money earning and other uses. The latter is the 
fact underlying the notion of degree of utilization or a sup¬ 
ply curve for the service of given factors of production. 

The concepts with which any such abstract analysis 
must work involve movement toward a position of “equi¬ 
librium", at which under some given “fundamental con¬ 
ditions",^ movement would cease. For such an equilib- 
® Speculative accumulation is ignored; if products are thought 
of exclusively in tlieir ultimate meaning of services, speculation 
is, of course, impossible. 

^The fundamental conditions mean ultimately “given” indi¬ 
vidual members of the system, each individual being considered 
in three “aspects”, (a) wants, (b) resources, and (c) technical 
knowledge. But, as already suggested, it is preferable to assume 
that the technical knowledge on the basis of which physical 
production is organized is common property in the society 
under discussion, so that any physical transformation will al¬ 
ways be carried out in accordance with the most efficient tech¬ 
nique available. Only in this way can the discussion abstract 
from technical detail and concern itself exclusively with the 
allocative or resource-apportionment aspect of economic or¬ 
ganization. 
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rium to be unique, i.e., independent of the direction 
from which it is approached and of other accidents, it is 
necessary to assume that the resistance encountered in 
any movement of resources from one use to another is 
mechanically analogous to movement through a viscous 
medium. The speed of movement will then be propor¬ 
tional to the incentive to move, specifically to a price dif¬ 
ference operating as a difference of pressure or “poten¬ 
tial" on the analogy of mechanics.® But no matter how 
great the resistance in relation to the pressure, movement 
will always go on to the point of theoretical equilibrium, 
where the pressure difference is removed. (The resistance 
to movement- viscosity—would not have to be identical 
in opposite directions.) For the present analysis, we also 
abstract from anything analogous to inertia in the situ¬ 
ation; movement will then, if conditions remain un¬ 
changed, stop at the etpiilibrium point and not go be¬ 
yond it. This is important because if inertia carries any 
change beyond the [)oint of theoretical equilibrium, the 
system is likely to go into oscillatory changes, more or 
less rapidly damped down, depending on the relation be¬ 
tween inertia and the viscous friction encountered.® 

« More accurately, the cause of movement is a difference be¬ 
tween two pressure differences. The economic process must be 
thought of as a circuit flow of activity, in a vast complex of 
inter-connected circuits, each beginning with a human indi¬ 
vidual as a producer (owner of resources) and coming back 
to the same individual as consumer. Economic readjustment 
has the character of a transfer of this flow from one circuit or 
branch of a circuit to another. The creation of money income 
represents a stage at which all individuals are brought to a 
sort of equality of “potential". 

At the level of the present analysis all payments for produc¬ 
tive services are assumed to be “direct"; i.e., they are wages or 
“rents" in the sense of business usage; we abstract completely 
from the phenomenon of interest on loans as an alternative 
mode of payment for the use of property. 

® The importance of the viscosity condition is that if there is 
friction of the sort which occurs between the surfaces of sol¬ 
ids, the actual position of rest of a system released from any 
position other than that of equilibrium will only accidentally 
be at the equilibrium point, and may be at any distance at 
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These general conditions of readjustment should be 
thought of as applying to consumption as well as to pro¬ 
duction, i.e., to the transfer of money income from one 
field of expenditure to another as well as to the transfer 
of productive resources from one mode of income earning 
to another. In the present sketch, we shall also abstract 
from that aspect of friction which implies energy loss 
through heating effects, though the costs of economic 
movement create no v^ry serious problem if the resist¬ 
ances behave on the analogy of viscosity. 

15. To achieve any degree of realism, two sets of differ¬ 
ences among resources as to mobility must be recognized 
(in addition to differences with respect to re-allocation 
between pecuniary and non-pecuniary use in connection 
with transfer from one pecuniary use to another). The 
first set consists of differences in the speed of re-appor¬ 
tionment, considered in relation to the pressure or price 
difference motivating the transfer, i.e., differences in the 
resistance to movement or viscosity. This difference may 
be continuous along a scale from very low to indefinitely 
high viscosity—from high to practically zero mobility. 
The more quickly mobile resources tend to come to equi¬ 
librium in relation to the existing allocation of the less 
mobile, at the same time that the latter move more slowly 
to their own position of equilibrium. Thus there is an 
infinite series of short-run and long-run equilibria,^® the 
ultimate result being a complete equilibrium of the sys¬ 
tem, with reference to existing “fundamental conditions'". 

Differences of the second set relate to ultimate relative 

either side of the latter, depending upon the starting point 
and the detailed facts of friction and inertia. 

1® It seems unjustifiable to make a general dichotomy between 
“mobile” and “immobile” resources, and between short-run and 
long-run equilibrium or “normal” adjustment. It is all a mat¬ 
ter of degree, as is the related distinction between “fixed” and 
“variable” expenses. Marshall’s well known distinction be¬ 
tween short-run and long-run normal price is thus condemned 
in principle; in detail, his theory involves numerous and seri¬ 
ous confusions, which it would require a long essay to consider 
in detail. 
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adaptation or suitability of different resource types to dif¬ 
ferent uses. These differences should not be oversimpli¬ 
fied. It is unrealistic and unnecessary to treat productive 
resources in terms of any small number of “factors’*, each 
completely homogeneous and divisible into small units, 
and complementary in use with all the others. It would 
be much nearer the truth to consider all agency differ¬ 
ences to be of the form of continuous gradation from one 
type into another, with the types or classes arbitrary. For 
convenience we may recognize classes separated by some 
degree of discontinuity, but also with a considerable 
range of variation in suitability within each class. 

i6. The major classes of productive agencies, or “factors 
of production” which should be recognized in general 
theory on the ground of unequalities affecting mobility 
can only be considered here in the most cursory way. In 
“free” society, i.e., where the labor capacity of every la¬ 
borer must be “owned” by the individual laborer, it is 
clearly necessary to recognize a general distinction be¬ 
tween labor and productive capacity embodied in instru¬ 
ments not subject to this restriction. At the level of ab¬ 
straction to which the present study is restricted, where 
we do not consider any transfer of productive capacity of 
any kind which will change the total in the possession of 
any individual, or any other increase or decrease—any in¬ 
vestment or disinvestment—the distinction is much less 
significant, but it is still necessary. 

Under these conditions, an individual may still change 
the “form” in which productive capacity is embodied, 
provided he does not change the total in his possession,^! 
and the possibilities of such changes in form are notably 
different as between the productive capacity of his own 
person and that of external property. Productive instru¬ 
ments of this external, non-human, sort have typically a 
limited service life, and to a greater or less extent partic¬ 
le That is, does not invest or disinvest on net balance. But in 
tlie system here considered there are no capital values and pro¬ 
ductive capacity is merely a rate of producing net money re¬ 
turn after provision for maintenance, hence a rate of perpetual 
return. 
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ular items admit of replacement by other items of differ¬ 
ent form in place of literal reduplication. With freedom 
of interchange of ownership, this freedom of replacement 
will not be restricted by the limited amount of property 
owned by a particular individual. The conditions which 
actually affect the freedom of physical transformation are 
a matter of infinite technical detail and cannot so much 
as be touched upon here. The significant point is that 
the possibility of replacement adds a new dimension or 
degree of freedom to mobility, which may be present to 
any extent from zero to infinity, along with the various 
degrees of speed and cost of transfer, in a concrete in¬ 
strument. 

As regards personal or labor capacity, mobility is in 
the first place restricted by the indivisibility of the hu¬ 
man unit, the principle of the division of labor. Secondly, 
the opportunity of transformation takes the form of re¬ 
straining only, and this also affects the individual as a unit, 
and in general is much more restricted than in the case 
of non-human instruments. The replacement of an entire 
individual (laborer) by one of a different type is not, in 
free society, carried out on the basis of economic calcu¬ 
lations, hence not in accord with economic principles, 
and so cannot be considered in individualistic economic 
theory.12 third generic difference in the conditions 
12 Many features of the working of family, group, and social 
interests and policies operate to adapt individual productive 
capacities more or less to demand conditions from generation 
to generation, but not to an extent justifying the treatment 
of the phenomena according to economic principles. Eco¬ 
nomic theory must apparently begin with the individual as a 
free contracting member of the market organization, and the 
changes he can make in himself subsequently are restricted 
indeed. 

The transformation is generally carried out at a cost in either 
case, and here again there is an important difference between 
the laborer and property items. In a continuing economic so¬ 
ciety, the latter must be assumed to have been created in the 
first place with the transformation in view, and consequently 
the cost of the change is “written off“ out of the net yield of 
the item during its service life. The laborer cannot be assumed 
to have resulted from rational investment, and a similar cal- 
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affecting mobility is the inseparability in space and time 
of the laborer as owner from the laborer as productive in¬ 
strument, while at his work. This fact gives enormously 
greater significance to subjective preference between oc¬ 
cupations on other grounds than pecuniary remunera¬ 
tion, and hence to the phenomenon of re-apportionment 
between pecuniary and non-pecuniary use in connection 
with transfers.^'^ 

All the limitations of the alternative-product cost prin¬ 
ciple arise especially in connection with the labor ele¬ 
ment in cost, and the further discussion may well relate 
directly to the labor element. The qualifications needed 
to take account of peculiar features of property elements 
in cost will not involve serious difficulties.’^ 

The bare fact that there are differences in wages and 
rates of return on capital or concrete property, some of 

dilation is applicable only to the extent that he can actually 
retrain himself without a sacrifice of earning capacity. In his 
case, there is no possibility of an objective separation of that 
element in his mobility which results from retraining, from 
other elements. 

’■'^Such preference is by no means absent in the case of prop¬ 
erty, as was noticed by both Smith and Ricardo. But even 
where the individual has a strong sentimental repugnance to 
a particular use of property, he is generally not averse to ex¬ 
changing with some other individual, so that the mobility of 
property between employments is much less affected by the 
preferences of individual owners; it is only where the pre¬ 
ference is practically universal in a population, or where a 
particular use is prohibited by law, or the like, that these senti¬ 
ments find much expression in differences in remuneration. 

^ * rhe general topic of labor mobility cannot be taken up here, 
but one point should be at least mentioned somewhere in the 
argument, because it is important and commonly overlooked. 
It is that the laborer is variously and often strongly affected 
by a preference for stability or movement, “as such”. This ap¬ 
plies to property also on the side of fixity, though probably 
to a lesser degree even there, but hardly at all on that of 
mobility. In connection with labor, the “reluctance” to change 
occupations is much harped upon, but the tendency to change, 
for the sake of change, which is perhaps fully as important in 
reality, is generally overlooked. 
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which persist in the fact of freedom of choice, is an eco¬ 
nomic commonplace. Economists from Smith to Marshall 
have recognized that different occupations present differ¬ 
ent bundles of “advantages” and “disadvantages” and 
that choice is made on the basis of the “net advantages” 
of occupations. But such statements cloak problems the 
answers to which are obscure. For to the extent either 
that similar laborers get different wages or that laborers 
are different, it is impossible to speak of equalization of 
reward to sacrifice, or return to outlay in utility terms. 
The classical writers have never reconciled their cost the¬ 
ory with utility principles at this point, and the “Aus¬ 
trians” have failed to recognize the difliculty at all. They 
failed to see the categorical difference between the indi¬ 
vidual allocation of income and the social allocation of 
productive capacity. 

17. summarizing: The apparent discontinuity in the 
terms of choice between occupations, arises out of three 
basic facts. The first is that the labor capacity of any la¬ 
borer is apportioned between pecuniary and non-pecu- 
niary uses. Secondly, in consequence of the division of 
labor, the labor capacity of a particular laborer is not 
apportioned among different pecuniary uses, but that 
portion of it which is used at all in earning money in¬ 
come is typically devoted to some single occupation. 
Thirdly, the terms of choice between pecuniary and non- 
pccuniary utilities vary from one pecuniary occupation 
to another.^® 

The apportionment of capacity between pecuniary and non- 
pecuniary uses is an aspect of the problem of the boundaries 
of the pecuniary organization already mentioned. This divid¬ 
ing line is vague in two respects, or along two dimensions. In 
the first place, it may be a matter of indifference whether a 
particular instrumentality is used through the medium of pe¬ 
cuniary relations or in the direct satisfaction of the wants of 
its owner. And when a particular agency is used partly in one 
field and partly in the other, the vagueness of the boundary 
is still more pronounced. Yet we clearly have to recognize such 
divisions in mode of use of individual resource-items in eco¬ 
nomic analysis. It is common enough for the laborer, in ad- 
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If the principles of economic theory are to be applied 
to the organization of production, it must be possible to 
discover in it a process of equalizing the return on given 
productive capacity by an appropriate apportionment 
among alternative modes of use. But it must be clear that 
under division of labor there is no equalization of return 
from resources allocated among different productive uses 
in the sense in which there is equalization of return 
(“utility”) from different uses of income in consumption. 
In the field of expenditure, we can say that at equilib¬ 
rium all dollars or cents buy equal utilities in the rela¬ 
tive sense, regardless of who spends them (in so far as all 
consumers buy all products). The allocation in produc¬ 
tion of resources variously owned, with equalization of 
return, is a process carried out by the social organization 
as a whole and not by each individual apportioning his 
own resources. The diminishing effectiveness of addi¬ 
tional applications of a given productive resource in a 
given employment is an utterly different matter from 
that met with in the application of increasing amounts 
of income by an individual to the purchase of a given 
product. The former process is not one of proportioning 
subjective effects of a given objective agency, the effects 
being compared in a given sensorium and independently 

(lition to a money earning occupation, to pursue other 
einploynicnt, the result of which has a more or less definite 
pecuniary value, aiid cannot be excluded from the socially or¬ 
ganized and measured economic activity. (Cf. above. Sec. 4.) 
Similarly as to property; a house or an automobile may be 
used partly to bring a mcmey return and partly for “consump¬ 
tion” purposes, and the consumption, as well as the produc¬ 
tion, use may be such as would be bought in the market if 
it were not thus directly provided. The vagueness of the ap¬ 
portionment is aggravated when the value of an item such as 
a car in both the pecuniary and non-pecuniary field is largely 
that of availability for use rather than actual full-capacity use. 

While this paper is being revised. Professor Robbins, refer¬ 
ring to Viner, throws out the suggestion {Economic Journal, 
January, i9i^4) that the difficulty can be taken care of under 
the theory of joint products. The further analysis will show 
that the situation is more complex than this suggestion as¬ 
sumes. 

162 




Notes on Utility and Cost 

for each individual; the units of resources are affected 
with the subjective interests of various owners and the 
effects are compared and measured in different sensoria. 
Consequently, if there is any effective equalization, it 
must run in objective or absolute terms—unless we are to 
be involved in comparing the utility magnitudes of dif¬ 
ferent individuals, the negative of which is the funda¬ 
mental principle of the equalization of returns in ex¬ 
penditure.^® Thus in fundamental respects the allocation 
problem on the side of resources is antithetical to that on 
the side of income expenditure. 

i8. In the field of production, we can say that at equi¬ 
librium similar units of productive capacity earn equal 
incomes only if both the productive capacity itself and 
the income earned can be defined and measured in purely 
objective terms. The effects of differences in the subjec¬ 
tive attitudes of different owners must be inoperative, 
and productive organization reduced to a matter of mak¬ 
ing physical resources produce a maximum money re¬ 
turn, uninffuenced by other considerations. The cost 
principle will apply, or relative cost can be said to de¬ 
termine the relative values of two products, if and only if 
at any equilibrium point the relative supply of the two 
is determined at a margin of indifference by resources 
which will move from one field to the other in response 
to the least difference in pecuniary value of product. 

1® The business enterprise allocates its productive expenditure 
by varying proportions among a wide variety of fields, but this 
is not true of the ultimate owner of productive resources; the 
division of labor excludes such allocation of that resource, and 
unless the individual’s ownership of any form of property or 
of “capital” is very large, there is no occasion on grounds of 
efficiency for distributing its use; if this is done it is on grounds 
of reducing risk. 

In a Crusoe economy, all this would be different. A Crusoe 
would, of course, apportion individually all the resources used 
in his economy. He would not presumably, however, separate 
his management problem into the two parts of earning a max¬ 
imum income in exchange value and converting it into a 
maximum income in utility. 
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In relation to the difficulties already explained, this sit¬ 
uation requires either (a) that the entire earning capacity 
of the agencies in question be devoted exclusively to 
money earning, or (b) that a fixed fraction of their ca¬ 
pacity l)e so devoted, as attested by equality of earnings 
in case of transfer. If there is a division between pecu¬ 
niary and other uses, this second alternative means either 
that there is no freedom of varying the apportionment or 
no incentive to do so, when the capacity-fraction used for 
money earning is transferred from one money-earning 
use to another. Obviously, this condition may hold at the 
margin for some portions of the curve and not for others, 
during an extensive shift of pecuniary production from 
one field to anotlier. It will hold at all points on the curve 
if all resources which are ever transferred obey the prin¬ 
ciple stated. But different resource units may not be in- 
diirerent at the same price point. They may differ in two 
ways, either in relative physical suitability for the dif¬ 
ferent uses (as already noted) or/and in what we may call 
subjective suitability, due to difference in the preference 
of the res[)ective owners between the fields. Then if pro¬ 
duction is shifted from one field to another in conse¬ 
quence of a shift in relative yield, units will move succes¬ 
sively in an order determined by the resultant of physical 
and subjective suitability. 

When the economic system is in equilibrium at a par¬ 
ticular price point, all resource units not actually on a 
margin of indifference must be said to receive “rent” in 
the proper tfieoretical sense, and their remunerations do 
not enter into price. Under these conditions, it is not 
true that every unit of a product is marginal; only the 
units jnoiliiccd in part by resources actually on a margin 
of indiflercnce at the same level of pecuniary remunera¬ 
tion are marginal units of product. It is not true, either, 
that all units of a given product have the same cost; they 
do not, unless all the resources used in producing the to¬ 
tal output aic either on a margin of indifference under 
existing conditions, including existing total income, or 
else have no other use and receive a pure rent, not in¬ 
cluded in the cost. Where these conditions do not ob¬ 
tain, it is not permissible to speak of “the” cost of a prod- 
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uct, but only of the cost of some particular unit, with 
regard to all the special circumstances of its production. 
In a competitive market all units of a homogeneous 
product will bear the same price, and if production is 
carried on under conditions of effective competition be¬ 
tween enterprises, all units will have the same money 
cost, regardless of similarity or dissimilarity, physical or 
subjective, in resources used to produce them. But there 
is no relation on the production side between product 
units, whether similar or dissimilar, and no comparabil¬ 
ity as to their costs, except through free transferability 
of resources and displacement of one product unit by 
another in production. And all money costs of a product, 
other than remuneration for freely transferable resources, 
are derivative from the price of that product alone. Yet 
if the product competes with non-pecuniary uses of any 
resources, the remuneration will constitute, or more ac¬ 
curately, will reflect and measure, a price determined cost, 
in the absolute, or what we are calling the Jevonian 
sense.i'’^ 

I’here is a further consideration which seriously complicates 
a cost theory on Jevonian lines, in addition to the fact that 
it involves no cost comparison between different products. 
Every supply curve corresponding to such costs is not merely 
an absolute, but is made up of as many absolute supply curves 
as there are resource-owners engaged or potentially engaged 
in producing the product in question. Cf. also below. 

Still further, it is an awkward consideration that the effect 
of product price on supply in such a case might in the abstract 
be either positive or negative, and under the most reasonable 
simple assumption as to the character of the utility surface 
involved, it is zero. If we assume that the total utility of “lei¬ 
sure’' (the alternative to doing more work at any margin) and 
of money income is a product of two expressions, each giv¬ 
ing utility as proportional to quantity with any exponent 
[Uq|j:=A’‘Bs] then the ordinary test for a maximum shows at 
once that the amount of leisure a person will give up in ex¬ 
change for income is independent of the ratio of exchange be¬ 
tween the two. The multiplication of functions is the simplest 
way of indicating the complementary relation which certainly 
exist between income and leisure; any other functions expressing 
complementarity will yield approximately the same result. 
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Resources may be imperfectly transferable in all de¬ 
grees between different enterprises producing the same 
product, as well as between those producing different 
products and between any money-earning occupation and 
other uses. Each of these modes of immobility may be 
regarded as giving rise to a corresponding species of rent. 
The “Ricardian” conception of rent really implied “in¬ 
finite” immobility between a particular money earning 
use and any other use, pecuniary or non-pecuniary, i.e., 
complete specialization. It was interpreted still more con¬ 
fusedly as use in pecuniary production without “pain” 
(really, with no non-pecuniary competition) of an agency 
which itself had historically come into existence without 
pain cost or cost of any other kind. Of course there are 
no such agencies, outside of purely chance “finds”, and 
there is every reason to believe that accidental excess of 
value over cost in instances where it occurs is enormously 
overbalanced by differences in the opposite direction. 
(The phenomenon of negative profit in explorative and 
promotional activity cannot be taken up here.) 

19. If we are to be able to say that the relative cost of 
two different products determines their relative price, 
exrery unit of each must be in part produced by resources 
on a margin of indifference between the two at the same 
money income. Nothing can be said about the relative 
cost of any units of which this is not true. The resource(s) 
which is (are) fluid need not be the same physically or 
as to ownership for different units of either product, but 
the owner of any fluid resource unit must be indifferent 
between the two uses in all regards except money earn¬ 
ings. W^here resources arc on a margin of indifference at 
different money incomes, we have a mixture of the true 
price-determining cost principle with cost in the Jevonian 
sense above discussed, and any admixture of this ele¬ 
ment makes it impossible to speak of the relative cost 
of products determined price (price being inherently a 
relation). If the transfer of an agency from one occupa¬ 
tion to another involves a change in money remunera¬ 
tion, it must be considered that at the same time its 
productive capacity has been reapportioned between the 
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money-earning and direct utility fields, an increase in 
remuneration representing a transfer of a corresponding 
amount of capacity from the latter field to money-earning 
and vice versa, 

20. It is difl&cult to formulate conditions under which 
the laborer choosing rationally can be counted upon to 
be indifferent between two occupations on condition of 
earning the same money income in both; that is, it is 
difficult to do much more than to give a truistical de¬ 
scription of the situation in terms of this result itself, as 
“such that" the situation will obtain. In choosing his 
occupation, the worker confronts a situation involving 
three sets of factors. These are, first, the money income, 
meaning the utilities which will be bought with the 
money; second, the actual work done to earn the money; 
and third, the non-pecuniary utilities alternative to the 
work and given up in working. Of course it is not gen¬ 
erally true that the laborer can choose between working 
and not working, on the whole, but most lines of work 
present an opportunity to vary in some degree, and usu¬ 
ally in diverse ways, the proportions between working 
and other uses of one’s powers. In choosing rationally 
between the occupations, the worker must be supposed 
to compare them with respect to a net utility which is 
the difference between the utility of the (products to be 
purchased with the) wage on the one hand and on the 
other another difference, the loss in utility involved in 
performing the work in question instead of using one’s 
powers in the most desirable alternative way open. 

There is no presumption that any one of the three 
elements in the choice will be the same in two occupa¬ 
tions. In the first place, it will rarely happen that the 
money earned by working at two different occupations 
will be spent for exactly the same quantities of the same 
list of products.^® The opportunities for expenditure will 

This difficulty suggests one still deeper and theoretically more 
serious, namely that it is rarely possible to tell exactly what the 
net money wage of an occupation is. A part of the nominal wage 
will usually be spent for items which are properly expenses con¬ 
nected with the work-tools, special clothing, transportation and 
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be more or less dilTcrent according as one works at one 
occupation or the other, and one’s tastes, especially those 
affected by recreative needs, will perhaps be still more 
affected. 

That the work performed in two occupations will be 
different in literally countless ways bearing psychological 
effects, goes without saying. 

And it is surely apparent, also, that the alternatives 
to work, at the margin, will ordinarily be significantly 
different in the opportunities they present to create util¬ 
ity. It is to be kept in mind that the alternatives “at 
the margin’’, i.e., those which can be combined with a 
given occupation, are a different matter from the work¬ 
er's abstract preferences as to the mode of using his 
personal resources. His calculations will also be strongly 
affected by the complementary relation already referred 
to between income itself and opportunity for non-money¬ 
earning activity (including in activity all willed experi¬ 
ence); in large degree such activity calls for money 
spending. Moreover, the character of the non-work ac¬ 
tivities available is affected by the money-spending op¬ 
portunities open, which are likely to be significantly 
different according to the occupation pursued, especially 
where difference in locality is involved. 

Insofar as the alternatives which arc the variables in 
choice arc different, no knowledge of the choosing in¬ 
dividual’s utility surface as it determines the apportion¬ 
ment of capacity in one case will make it possible to 
predict what apportionment would be made in the other. 
Consequently, there is no assurance that the condition 
of indifference between the two occupations would in¬ 
volve equality of money income, even if the worker had 

the like, not to go into social obligations and pressures upon 
one’s living standards. Such outlays are deductions from wages 
rather than true consumption expenditures, yet most of them 
will have utility elements—they will replace more or less effec- 
iwely expenditures which would be made in the absence of con¬ 
straint. In general, it would be impossible for the worker himself 
to place any definite money value on these restrictions, or sepa- 

rate the deductions from wages, from pure purchase of consump- 

t‘voi\ utility. 
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complete freedom to vary the proportional distribution 
of his work capacity between work and other fields of 
use. Generally speaking, the worker has relatively little 
freedom in this regard. Where work is organized on a 
group basis, there is a strong pressure toward standard¬ 
izing both the hours and the speed of work. And where 
work involves cooperation between the laborer and a 
heavy fixed investment, there is a further pressure toward 
maximizing the total performance of the organization 
and hence of every element in it. (This can be reduced 
somewhat as to hours, though not as to speed, by ar¬ 
rangements for working in shifts and provision of sub¬ 
stitute workers.) 

Even if all these four conditions happen to be such 
that the terms of indifference between occupations in¬ 
volve equality of money income for all workers at all 
points on the scale, it still cannot be said that any two 
product units, whether of different products or the same 
product, have equal subjective costs unless the total as 
well as the marginal utility functions of all workers are 
identical. Thus there is a relatively complete failure of 
parallelism between the equalization of utility in ex¬ 
penditure and the equalization of return from a given 
sacrifice in production. In short, where there is division 
of labor there can hardly be any meaning in the notion 
of subjective cost as a determinant of price over any 
considerable area of the field of products. The more 
freedom the individual has to balance money income 
against the use of his productive capacity to create utility 
in other forms, the less correspondence there will be be¬ 
tween the relative utility and relative cost, of different 
product units unless workers are free to move from one 
occupation to another and are homogeneous, and con¬ 
ditions are such that they move in response to an insig¬ 
nificant difference in money earnings in the two fields. 

21. The conception of productive capacity is like many 
if not most others in the field of interpretation of be¬ 
havior, it is indispensable to analysis yet cannot be made 
precise. To begin with, it is fundamentally ambiguous 
in meaning, a different thing to buyer and seller. What 
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the buyer-producer-entrepreneur—wants, and gets, is 
product, a stream of some specific result-stream. In the 
abstract, it is simply value product, an increment of total 
money return; anything more specific in connection with 
the laborer’s performance might be said to belong to 
technology, not economics. But nominally and formally, 
the production manager bargains for and buys a service 
marketed and priced under its own specific name. This 
may be cither the “time” of a particular individual 
worker, or the performance of some physically defined 
and measured result. In the competitive determination of 
the payment, we must assume that it is the latter, from 
the employer’s point of view, that all wages are “really” 
piece wages. But from a general human standpoint, and 
particularly from that of the worker himself, the pay¬ 
ment is compensation for whatever he gives up in order 
to earn it. The economic theorist must view this choice 
as one between different uses of capacity to create “util¬ 
ity” in the two quantitatively comparable and hence 
fundamentally homogeneous groups of “forms”, con¬ 
sumption of products bought with money, and other, 
competing, values. 

The objective dimensions of productive capacity are 
quantity of productive resource, physically defined— 
where it is continuously divisible—and tirne; where the 
physical resource in question is an indivisible unit, such 
as a laborer (or any machine or tool while it exists as 
a unit) the only ellective dimension is time. Capacity 
in this sense is variously apportioned between different 
occu})ations by division of the continuous, chronological 
time stream, “transversely”, at appropriate intervals. The 
movement of a physical agency from one occupation to 
another may or may not involve physical transportation 
of the agency itself; when it does not, the associated re¬ 
arrangements of the productive process as a whole may 
be indefinitely various in kind.^» 

But there are other ways of dividing the capacity of 
an agency between different uses, of splitting the time 

See above, Sec. 15, on assuiiiptioiis regarding cost of movement 
and speed, or time involved. 
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use-stream longitudinally in effect,20 and in a theoretical 
analysis each such way becomes a dimension of capacity 
itself. Again, discussion may be practically limited to the 
case of the human being as a laborer; most of the features 
have more or less of a parallel in connection with other 
agencies, but the special problems in other cases are not 
difficult. The simplest and most nearly objective or phys¬ 
ical of the dimensions other than time is that of speed 
at work. It is to be assumed that the worker will work 
up into the speed range where increase absorbs capacity 
for enjoyment in some form, for he is assumed to be paid 
according to results. If increased speed involves increased 
fatigue (which it may or may not do), the worker's capac¬ 
ity for creating utility in other forms is reduced. Here 
another distinction must be made, and the problem of 
dimensions becomes more subtle. It is one thing to reduce 
by increased speed of work one’s capacity for enjoyment 
at other times, when not at work; it is a different, but 
obviously a real, thing to vary one’s “net enjoyment” 
while at work. Again, there are other ways of varying 
both net enjoyment while at work and one's state of 
fatigue or capacity for other activities or for their en¬ 
joyment when not at work. There are also diverse ways 
to vary the value of the results of one’s work, besides 
varying the speed of work. Variation in the quality of 
performance through variation in effort of attention 
comes to mind at once, but there is an indefinite list 
of other ways not so obvious, and it is probably impos¬ 
sible to give a clear general description, still less an ex¬ 
haustive list of the modes of variation, or the dimensions 
of productive capacity. Speed of work is, of course, rela¬ 
tive to quality, and even where no other variation in 
quality occurs, the proportion of “spoiled” work affords 
a continuous variation of average quality. 

The phase of the problem of capacity which is most 
important and most difficult is, however, the phase in¬ 
volved in the choice between occupations affected with 

Movements from any of a group of activities or experiences to 
any other, at frequent intervals, and without cost, amounts in 
effect to a simultaneous combination of all, proportioned at 
will. This is the assumption commonly made on the utility side. 
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different subjective attitudes. The special difficulty, as 
is usual in such economic problems, is connected with 
the role of time. The special relative appeal (or ‘^disap- 
peal") of an occupation may be in various degrees a 
function of the amount of time devoted to it. The degree 
may be practically zero, as when it is due to the social 
repute or disrepute attached to the job or to something 
with which it is inscj)arably connected, but also when 
it involves living at some unsatisfactory place or under 
unsatisfactory social surroundings. There is a superficial 
element of unreality in viewing the power or potentiality 
of earning income through suffering relatively unpleasant 
concomitants as a form of productive capacity; but if 
subjective factors of any sort, i.e., factors other than the 
amount of money income earned, influencing the choice 
of occu])ations, are to be taken into account, this view is 
necessary to the rational interpretation of choice. 

When the subjective elements in an occupation do not 
vary witli the amount of work done (money earned), the 
amount will de])end on the number of individuals at> 
tracted to the occupation by earnings sufficient to over¬ 
come this rc]KignaiK:e, as estimated by each, and by their 
rate of performance as determined by the operation of 
other factors which do vary with the rate itself. It is an 
interesting feature of human psychology that the stigma 
attached to an occupation seems to vary, more or less, 
inversely with the amount of income it carries with it. 
A thing which is disreputable, if done in a small or petty 
way, loses much of this quality if it makes possible an 
upper-class mode of life. Of course, social stigma is also 
profoundly affected in very subtle ways by innumerable 
other factors also; as the proverb says, "it is not what one 
does, but the way in which one does it" which determines 
moral rating. This applies to stigmas of various sorts, 
from dealings of a fraudulent or oppressive character to 
things disreputable on moral or social grounds. In gen¬ 
eral, such factors make surprisingly little difference in 
wage rates, hours worked, or total earnings. 

^2. Where the relative, subjective appeal of an occupa¬ 
tion varies (at the margin, in comparison with alterna- 
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lives) with the amount of work done, i.e., money earned, 
and where at the same time the individual has reasonable 
freedom to vary all three in relation, this factor will 
naturally be balanced against the alternatives. The sim¬ 
ple case, again, is variation by reapportionment of the 
worker’s time stream, the number of “hours” per day or 
some longer time unit, spent at the task. It seems rea¬ 
sonable to believe that this is the overwhelmingly im¬ 
portant mode of variation, for several reasons. The first 
in importance is the undoubted fact that the value of 
income in consumption is largely dependent on “free” 
time. (This principle must not be pressed too far, as 
there are numerous “bottomless” uses of money income 
which interfere little or not at all with the distribution 
of one’s time.) In the second place, the degree of free¬ 
dom open to workers to vary the hourly rate of earnings 
is restricted, on the whole, though perhaps less so than 
freedom to vary the “hours” of work. Again, and per¬ 
haps more important, the psychological gain through 
doing less work in a given time is probably restricted in 
general. If one is going to work at all there is presumably 
a “natural gait” beyond which one cannot go far without 
intolerably increasing physical strain and presently re¬ 
ducing proportionally the hours which it is possible to 
work, while on the other hand there will be little psychic 
gain in working at a much lower rate than this natural 
gait; it may even be a positive annoyance and require 
increased effort of attention to do so. Of course, the nat¬ 
ural gait will vary with conditions, increasing as skill is 
built up either by effort or unconsciously. 

No special complication in cost theory will be in¬ 
volved in the fact of subjective preference if conditions 
are generally such that the difference in subjective qual¬ 
ity of the activity of producing a unit of output in any 
field both can be and will be compensated by producing 
a different number of units. In that case, the total money 
income of the worker will always be the same in any 
occupation into which he may move, or, in other words, 
a given capacity will always earn the same money in¬ 
come regardless of the occupation in which it is em¬ 
ployed. Where at equilibrium any laborers are mobile 
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under this condition some units of output are produced 
under the principle of alternative product cost and the 
entire output may be said to have its value determined 
by that principle. But all units of an output are mar¬ 
ginal at a given price only if in part produced by labor 
(or other productive agents) actually on an indifference 
margin at the prices of the moment. If this is true of all 
the productive capacity in the industry, the product will 
have a constant cost curve. This may be practically true 
even if some productive agencies used in the industry 
are specialized, jjrovided the decrease in return with in¬ 
creasing j)roportions of the mobile agencies with them 
is slight (freedom of substitution high) in comparison 
with price flexibility (reciprocal of demand elasticity) 
in tlie market for the product. 

Finally, it is to be observed that all this intricate the¬ 
oretical development on the topic of subjective prefer¬ 
ence, while important for analysis, probably has relatively 
little importance in practice. It is very doubtful that 
laborers or owners of other j>roductive agents sacrifice 
money return for other considerations to any large ex¬ 
tent on the whole. The classical theory of noncompetihg 
groups rested on the observation of Mill as well as 
Cairncs, and indeed of every thoughtful person, that in 
general it is the people with high money incomes who 
get the other pleasant percpiisites of productive life, that 
the more disagreeable w^oik pays the lower w^ages. From 
another ])oint of view, all observation concurs in the 
judgment that observed wage differences are mainly trace¬ 
able to other facts than the relative subjective advantages 
or tlisadvantages of the work. It is not true, on the other 
hand, that labor is in any way or degree homogeneous, 
or j)ro])erly to be called a “factor” of production. Labor¬ 
ers above the ranks of the unskilled are typically spe¬ 
cialized and their earnings, together wdth those of capital 
specialized instruments, are far more typically and purely 
“rent” than is the return on “land”.^^ 

l liis phase of the discussion may be closed with a few notes 
on the relations between labor and property. For property items 
there is usually little “sentinientar’ difference to the owner in 
connection with any form of variation in the rate of performance 

174 



Notes on Utility and Cost 


23. The relative part played by (relative) cost and (rela¬ 
tive) utility in determining price is a matter simply of 
the relative elasticities of the supply and demand curves. 
If consumers freely substitute over a wide range a com¬ 
paratively fixed amount of one commodity for a given 
amount of another in the apportionment of consumption, 
the price of these two amounts which replace each other 
can never be very dilTercnt, regardless of cost conditions. 
This will be true if the products are closely similar. If, 
on the other hand, producers have a high degree of free¬ 
dom in replacing the production of a given amount of 
one commodity by the production of a given amount of 
another through the transfer of resources, these two 
amounts can never be very different in price, regardless 
of utility and demand conditions. This will be true if 
the products are made by the same or closely similar 
jiroductive resources. Finally, control is a matter of 
which curve is more elastic in comparison with the other. 

The statement commonly made—notably by Marshall, 
and by other writers following him—that demand condi¬ 
tions control in the short run cost conditions in the long 
run, rests on the assumption that in the short run de¬ 
mand is elastic in comparison with the supply, while the 
allowance of longer periods for adjustment increases the 
elasticity of supply without affecting, or at least without 
correspondingly increasing, the elasticity of demand. 
There may well be some truth in this assumption, but it 
cannot be made in any such sweeping fashion. The out¬ 
standing fact is that the elasticity of both demand and 
supply is very low at a moment, and increases almost 
indefinitely with the time allowed for the readjustment. 


in a given occupation. There are sentimental preferences as to 
occupation, as was noted by both Smith and Ricardo. But it is 
doubtful whether these make a large difference in rates of earn¬ 
ings. The difference is surprisingly little in the case of labor, 
and people who will not put their property into disreputable 
uses generally feel free to sell it to others, at least to dealers, 
without reservation as to use. 
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It is to be remembered that the existence of stocks of 
ordinary consumption goods presumably held for specu¬ 
lative purposes provides for a degree of flexibility of 
supply within intervals too short for transfer of produc¬ 
tion. 

Serious embarrassment arises from the fact that there 
is no conceivable way of determining the elasticity of 
either demand or supply with reference to any particular 
time period. The statistical methods available for getting 
an idea of actual elasticities in a fairly definite region of 
time and place, depend on the spontaneous uncontrolled 
occurrence of comparatively quick changes on one side 
of the relation, without corresponding changes on the 
other. Sudden changes in demand against constant pro¬ 
ductive conditions may yield an approximate supply 
curve, sudden changes in supply against an assumed 
constancy of demand, an approximate demand curve; 
and the approximation is at best not close. What the 
amount and speed of change in either amount consumed 
or amount produced, resulting from a given price change, 
would be, with conditions held constant but time al¬ 
lowed for approximation to an equilibrium adjustment, 
must apparently remain a matter for estimate from very 
general considerations or extremely indirect calculation. 
For this there is, of course, the further conclusive reason 
that the conditions underlying either curve will never 
actually remain constant while any adjustment to equi¬ 
librium is working itself out. 

As to the chance of making any estimate or calculation 
of elasticity for any real period, the possibilities in the 
abstract are limited enough on the supply side, but are 
virtually zero on that of demand. The willingness of con¬ 
sumers to make substitutions is determined by facts of 
social psychology, which are created and constantly re¬ 
created by historical process, more or less influenced by 
the planned activities of individuals, business enterprises, 
and governments (advertising, education), but of the un¬ 
derlying forces, in a quantitative sense, there seems little 
prospect of securing any definite knowledge. The one 
thing we can say with conviction is that flexibility under 
given conditions is a matter of time; and that the assump- 
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tion common in economic literature that the demand 
curve is an instantaneous expression of basic demand 
conditions not subject to lag in adjustment when there 
is a change in either variable is certainly false to the 
facts. 

On the supply side, it is at least possible to give some 
analysis of the problem, to list a number of distinct 
factors or conditions, more or less ascertainable, which 
affect the flexibility of supply. The primary consideration 
is, of course, the fluidity or mobility of the agencies of 
production. This, again, breaks down into two great 
groups, the human and the material factors. Again, there 
is a breakdown on the human side, between natural 
ability and training. On the side of non-human agencies 
we also find two separable sets of considerations, the de¬ 
gree of specificity in the suitability of individual instru¬ 
ments as they exist at any time, as against their freedom 
of replacement, depending in the first place on length 
of life, or, reciprocally, rate of turnover. From another 
standpoint, the whole situation involves three main ele¬ 
ments. The first is the amount of difference in the pro¬ 
ductive agencies used in different fields at a given time, 
including (a) physical suitability and (b) owner's prefer¬ 
ence as to use. The second is the resistance to change in 
the adaptive qualities of agencies, (a) as existing things 
(remodelling or retraining), or (b) through replacement 
by different kinds. The third is the flexibility of propor¬ 
tions in technical combination between relatively spe¬ 
cialized and relatively mobile agencies; the steeper the 
curve of “diminishing (physical) returns" from the rela¬ 
tively mobile as they are applied in varying proportions 
to the relatively more specialized, the lower will be the 
elasticity of supply. 

Opinions differ widely as to the facts. A general knowl¬ 
edge of technical conditions in industry seems to the 
writer to point clearly in the direction of a very high 
degree of elasticity if a moderate length of time is al¬ 
lowed for adjustment, as regards the field of industry 
as a whole; there are, of course, numerous exceptions, 
of varying importance. Here, again, fundamental condi¬ 
tions cannot be assumed to remain fixed; it is apparently 
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a psychological fact that a rapid rise in the price of any 
product to a point conspicuously above accustomed levels 
operates as a stimulus to research and experiment in the 
use of resources in producing it, which almost always 
leads to “historical’' changes 22 moving its relative cost 
curve downward. 

In conclusion we may suggest that a part of the con¬ 
fusion between “opportunity” or “displacement” costs 
and “real” costs is due to bad terminology. All cost which 
affects supply and price is resource cost and all resource 
cost is alternative cost. “Rents” are not costs at all, but 
the extreme ambiguity and general misuse of this con¬ 
ception must be watched for as a constant source of 
confusion. There is an important difference in kinds of 
price determining cost based on the character of the al¬ 
ternative use of resources which makes it necessary that 
a product l)ring a price which will remunerate them at 
a given level as a condition of their being used to pro¬ 
duce it. The next best alternative may be use to produce 
some other salable product or use to create utility for the 
owner of the resource in “non-pecuniary” form.^^ If it 
is thought desirable to have names descriptive of the- 

22 Such historical changes shoidd 7 iot be referred to as “dy¬ 
namic”. If terms taken from mechanics are to be used in eco¬ 
nomics, they slioidd be used in something like their original 
meaning. Kconomic dynamics will then deal with the relations 
between force and resistance in connection with changes under 
given fundamental conditions. In any case, there must be some 
clear distinction between this field of investigation and that deal¬ 
ing with changes in the basic economic data. To this “historical” 
field, there is no analogy in mechanics, at least not within 
the limits in which the “Newtonian” conceptions are applicable, 
and these seem to hold out to far more decimal places than the 
economist can ever hope to fill. 

2-1 For some problems, notably in the field of money, it is more 
useful to distinguish between products actually entering into 
commerce and those which do not, even if the latter are econom¬ 
ically identical with and displace the former. It would not be 
possible to draw with empirical definiteness the line between 
the marketable and the non-marketable. The distinction be¬ 
tween what is and what is not marketed is an objective one, but 
is less significant than the other. (Cf. above, pp. 5, 25.) 
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oretical differences the two types of cost might be called 
“relative" and “absolute" cost or perhaps alternative 
product cost and non-monetary alternative cost, both 
being carefully distinguished from price-determined cost, 
or rent. Surely the form of exposition should in some way 
make prominent the difference between money costs 
which express and measure “real" costs affecting any 
unit of a product and which can be compared as be¬ 
tween one product and another, and money costs which 
relate only to a particular product but which are still 
“real" in that they mediate a sacrificed alternative and 
affect supply and price. 
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